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PREFACE 


The present study presents an analysis of the purchasing 
policies of the armed services with particular attention to 
matters of price. It may appear strange that the pricing aspects 
of military purchasing has been selected for special treatment. 
Clearly we are but little concerned with dollars when con- 
sidering matters vital to the defense of the nation. But the 
prices of military goods both in war and peace have an im- 
portance which far transcends their immediate effects upon 
the federal budget. In our society the price system is a delicate 
mechanism which serves several functions. It provides the 
stimulus for the continuous allocation of our economic re- 
sources to the production of those goods we need most; it 
provides an important incentive to individuals and firms to 
produce efficiently; and it provides the rewards to individuals 
and groups for the efforts and resources which they devote to 
production. The type of purchasing and pricing policies fol- 
lowed by the services will determine in large part the effective- 
ness with which the price system performs these functions. 

Of course the price system as an instrument for allocating 
resources plays a lesser role in times of war than in times of 
peace. In wartime production and material controls must play 
a vital part. But this study shows that price played a very vital 
role in the allocation of resources during World War II and 
that proper pricing by the armed services and industry may 
make a real contribution to economic mobilization in any ma- 
jor war. Appropriate pricing may not only facilitate the allo- 
cation of our scarce resources to the most vital uses, but it may 
also serve as an important incentive to efficiency in produc- 
tion. Conversely, inappropriate pricing of military goods may 
put a premium on the waste of manpower and materials. A 
waste of resources in military production may reduce the 
volume of materials and manpower which can be made avail- 
able to the fighting forces and the speed with which the fight- 
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ing forces can be mobilized. Pricing policies are, then, an 
important element in economic mobilization and therefore of 
considerable importance to military strategy. 

Poor pricing is not the only cause of inefficiency and waste 
in the use of our resources. Deficiencies in the systems for 
determining military requirements, inadequate inventory pro- 
cedures, and insistence by the services on unnecessarily rigid 
specifications for military goods are equally important if not 
more important sources of economic waste in times of war. 
These problems deserve serious attention. Likewise the labor 
policies pursued by the government, unions, and management 
have a tremendous impact on industrial efficiency. Any im- 
partial observer will admit that there is room for improvement 
upon the labor policies pursued during World War II. Finally, 
the effects of our tax policies on individual and group incen- 
tives deserve careful consideration. Although I have given 
only passing attention to these problems, I do not mean to 
minimize their importance. More effective policies and pro- 
cedures in these related areas could do much to increase in- 
dustrial efficiency and thereby reduce the impact of military 
procurement upon our economy. They would, thereby, fa- 
cilitate the purchasing and pricing problems of the services 
materiahy. 

I hope this study will prove useful to students of price con- 
trol and fiscal policy as well as to those interested in the im- 
mediate problem of military procurement. Although much 
has been written about wartime control of the prices of basic 
war materials and of consumers’ goods, the prices of military 
goods have received little attention. But any study of wartime 
price policy is incomplete which ignores this important part of 
the wartime economy. Likewise, with government expendi- 
tures playing an increasingly important part in our national 
economy even apart from military crisis, it is important that 
students of fiscal policy consider the effects of government 
purchasing on the structure and functioning of our markets. 
This is particularly true in view of proposals to use fiscal 
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THE PROBLEM 
Introduction 

Success in modem warfare has come to depend increasingly 
on efficient mobilization of economic resources. Since a na- 
tion’s military strategy is limited by its economic potential, the 
success of its military operations depends upon the careful 
coordination of its military strategy with its programs of 
economic mobilization. If we become involved in another 
major war, the efficiency with which we mobilize our man- 
power, productive facilities, and natural resources will with- 
out doubt be decisive in determining the outcome.^ 

The threat of atomic warfare has already compelled 
changes in military strategy and may shorten if not eliminate 
the period available for mobilization after the outbreak of 
hostilities.^ We are apparently entering an era in which a high 
degree of ecoziomic mobilization for the support of our mili- 
tary forces will be an important and continuing element of our 
international strategy especially during these years of precari- 
ous peace. But even though the nature and timing of economic 
mobilization may change, it will still be critical. It may be that 
the initial attacks in atomic warfare will be decisive, but this 
only emphasizes the importance of our mobilization efforts in 
advance of the outbreak of hostilities. If, however, defenses are 
developed which render the initial attack in such a war inde- 
cisive, efficient logistic support for our armed forces after the 

1. Hanson W. Baldwin, T/3^ of (1948), chap. xi. 

2. The recommendations of the President’s Air Policy Committee were based 
on the assumption that if we are attacked before January i, 1953 we shall still 
be able to follow our traditional course of mobilizing our armed forces and in- 
dustry after war begins, but that after that date we shall need a military force 
in being capable of resisting atomic attacks without delay. See President’s Air 
Policy Committee, Survival in the Air Age: A Report by the 'President's Air 
Policy CoTmnittee (Jan. i, 1948). 
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outbreak of war may become even more important than in 
the past because of the probable effectiveness of such attacks in 
disrupting our economy. 

In the foreseeable future we apparently face the problem of 
maintaining a large military establishment as an instrument of 
national policy in a world of international tension and crisis. 
This poses the unprecedented problem of making large and 
continuing military procurements in a peacetime economy 
which already shows signs of chronic hyper-employment and 
inflation. Can we solve these problems while maintaining our 
democratic traditions and thereby avoid the danger, so char- 
acteristic of our modern w^orld, of drifting into a “garrison 
state”? ® 

The primary purpose of economic mobilization is to pro- 
vide the manpower necessary to our armed forces and the 
logistic support of these forces. Military logistics involves 
three main functions: the determination of requirements, pro- 
curement of material, and distribution of this material to the 
places where it may be most effectively used. Clearly these 
three components are interdependent, and there are compell- 
ing reasons for urging that they should be more closely co- 
ordinated than they have been in the past. It is worth while, 
however, to isolate the procurement function for special study 
since military procurement is the point at which the logistic 
program impinges most directly upon the national economy. 
Such a study is facilitated by the fact that in the United States 
the procurement function is and has been organizationally 
separate from the other aspects of both logistics and economic 
mobilization. 

Procurement itself has several facets: drafting of specifica- 
tions, selection of sources, determination of prices and other 
contractual arrangements (including financing and provision 
of government-furnished equipment or facilities), expediting, 
inspection, and finally payment and audit of accounts. The 

3. For a discussion of the implications of the drift to garrison states in the mod- 
ern world see Harold D. Lasswell, The Analysis of Folitical Behaviour: An Em- 
pirical Approach (1947), pp. 146-157* 
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focus of the present study is upon the selection of sources and 
the determination of prices and other contractual arrange- 
ments. These may be referred to as the purchasing functions 
of procurement. Because procurement is the point at which 
the logistic program impinges most directly on the economy, 
a study of these aspects of procurement throws light on many 
difficult problems faced by our democratic society in support- 
ing its military establishment. The critical importance of these 
problems was reflected during the early part of each of the 
two World Wars in the controversies as to whether the pur- 
chasing functions of procurement should be the administrative 
responsibility of the services or of a civilian agency responsible 
for industrial mobilization. 

In focusing this study upon the purchasing functions of pro- 
curement I do not wish to minimize the importance of the 
other parts of logistics. Effective purchasing methods are not 
enough even to insure effective mobilization. Rigorous con- 
trol over requirements and over storage and distribution, for 
example, play an important part. Failure to effect adequate 
control over requirements and over the storage and distribu- 
tion of materials, as in the past, will be important sources of 
waste and inefficiency. Moreover, by accentuating the scarci- 
ties of labor and materials such failures will magnify the need 
for various economic controls and complicate their adminis- 
tration. 

Policy Objectives 

The objectives of military procurement policy are several. 
The overriding economic objective is to insure to the services 
the necessary goods of the quality and kind at the time and 
place required for the defense of our vital national interests. 
This objective is paramount whether in time of peace, in time 
of crisis such as the present, or in time of war. Ways must be 
found to allocate to the production of military goods those re- 
sources of manpower and materials which are necessary to 
supply the services’ needs. Moreover, ways must be found to 
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provide incentives to efficient production so that the services 
needs may be supplied with the least possible burden upon the 
civilian economy. This is particularly true in time of crisis or 
war, but it is likewise important in time of peace. Inefficient 
production which involves a waste of manpower or resources 
means either a lesser supply of goods to the services or more 
serious inroads upon supplies to the civilian economy. The 
first may endanger the success of military operations directly, 
while the latter may have the same result through its effects 
upon civilian morale. 

Mili tary procurement policy must also be formulated with 
consideration for other socio-political objectives. It is im- 
portant that the services conduct their operations, including 
procurement, so as to promote unity of purpose within the 
nation. Maximum and expeditious production of military 
goods as well as the success of military and international strat- 
egy depend upon such unity. In our democratic society the 
military establishment has long been subject to suspicion. We 
have resisted all tendencies of military groups to increase their 
influence and to dominate our political and economic institu- 
tions. The history of the Thirties and of our mobilization 
efforts before Pearl Harbor stands as a striking lesson of the 
effects upon our international diplomacy, economic mobili- 
zation, and military operations of an atmosphere of mutual 
suspicion and distrust between the various groups wit hin our 
society such as labor, agriculture, business, and the military.^ 

A second socio-political objective of economic mobiliza- 
tion is to preserve and strengthen our democratic institutions 
by insuring respect for the individual, wide-spread sharing of 
economic and political power, and a decentralization of 
decision-making as against centralized planning. A society in 
crisis or in war is seriously tempted and in fact to some extent 
forced to make inroads upon these institutions. Political and 
economic power becomes increasingly centralized. The free- 

4. United States Bureau of the Budget, The United States at War; Develop- 

ment and Administration of the War Program by the Federal Government 
( 1947) , “Historical Records on War Adrninistration/* No. i, prepared under the 
auspices of the Committee of Records of War Administration, passim. 
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dom of individuals becomes circumscribed. Institutions for 
decentralized decision-making, such as our market economy, 
are subjected to centralized controls. In times of crisis and 
above all in times of war many of these inroads upon our demo- 
cratic institutions are inevitable. But in the interest of our 
long-run aspirations it is important that we seek to devise 
means of effecting our over-all objectives while making the 
least possible inroad upon our democratic institutions. Where 
the same production objective can be accomplished by alter- 
native metltods, it is important that we should choose those 
methods which wall impair our democratic institutions the 
least, will provide the greatest respect for the initiative and 
preference of the individual, and provide for the greatest pos- 
sible decentralization of decision-making. In this way we may 
help to preserve our democratic heritage. 

Moreover, ours is a society in which we are still in the 
process of achieving some of our most cherished ideals. All 
win agree that our tradition of respecting the political, social, 
and economic equality of individuals without regard to race, 
color, or creed has as yet been imperfectly realized. Likewise 
in the field of business we have long striven to provide in- 
creased opportunity for small and independent enterprises 
which can compete effectively. In some ways a crisis or war 
economy makes it easier to proceed toward the further realiza- 
tion of some of these social and political objectives upon which 
there is general consensus. Such an opportunity should not be 
allowed to pass unheeded. This is not an invitation for all and 
sundry to seek to further their individual objectives. It is sug- 
gested rather that where the conditions of crisis or war facili- 
tate the further realization of long-run aspirations upon which 
we are agreed the opportunity should not be missed. 

Policy Objectives and the Price System 

What is the relation between these objectives and purchas- 
ing policy on military procurement? It may seem strange that 
considerations of price and of related business arrangements 
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should be thought matters of serious consequence in dealing 
with the grim realities of crisis and war. It is clearly the con- 
sensus of opinion in Western civilizations that considerations 
of price or budgetary cost should not be allowed to delay or 
in any way interfere with the defense of a nation’s vital in- 
terests. Nevertheless, in any economy such as ours based on 
private property and freedom of contract in which we rely 
upon market forces in large part to organize production and 
determine individuals’ shares in the national income and 
wealth, consideration of the prices paid on military contracts 
will continue to be matters of public concern. The price sys- 
tem has an important place among the institutions which may 
further these objectives.® 

Functions of the Price System in Peace. In the United States 
we depend in large part upon individual and corporate enter- 
prise working through competitive markets to organize our 
economic life. In this system of free competitive enterprise 
the price system, meaning thereby our system of prices, wages, 
interest, rents, and profits, plays a very important part. This 
system provides a decentralized mechanism which serves three 
main functions. First, it allocates our limited economic re- 
sources as between the various alternative uses to which they 
may be put. Our economic system has been founded on the 
assumption that for the most part in any given state of the 
arts and sciences the type of commodities produced should 
depend upon the desires of consumers, limited only by the 
willingness of others to produce these items in freely competi- 
tive markets. Consequently we depend upon the incentives of 
greater or lesser rewards provided by the price system to in- 
duce individuals and firms to redirect their energies from time 
to time away from the production of goods which are in lesser 
demand to the production of those which are in greater de- 
mand. In short, through the price system we determine what 

5. For a disciission of the functions and limits of the price system in modem 
democratic societies see Lionel Robbins, The Economic Problem in Peace and 
War (1947); Arthur C Plgon, Income: An Introduction to Economics (1946); 
Frank H. Knight, The Economic Organization (1933); Henry C. Simons, Eco- 
nomic Policy for a Free Society, (xg/^8)^ 
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goods are produced and in what quantities they are produced. 
It also determines how they are produced and by whom. The 
success with which the price system accomplishes this depends 
upon many things including the extent to which we preserve 
markets which are truly competitive and free from monopo- 
listic or restrictive policies. Its success is also affected by our 
tax policies, labor policies, the attitudes and motives of indi- 
viduals, and many other factors which affect the incentives or 
opportunities of individuals and business enterprises to adapt 
themselves to economic change. 

A second function of the price system is to provide indi- 
viduals and business enterprises with an important incentive 
to efficiency.® It must be recognized, of course, that monetary 
rewards are by no means the sole incentives which induce 
people to make their contribution to production and that we 
have been slow in recognizing many of these other motives.” 
It may be assumed, however, that the prospect of financial re- 
wards is still an important type of incentive even in times of 
crisis or war. The effectiveness with which price incentives 
are used in contemporary United States varies from one part 
of the economy to another. It depends among other things 
upon the motives and training of individuals, internal manage- 
ment techniques, the incidence of tax policy, and upon the 
existence and importance of other non-financial incentives 
such as power, prestige, activity, or security. While it must be 
recognized that price incentives are by no means the whole 
answer to efficient production, in our democratic society we 
must still depend upon such incentives to a large extent. Even 
in Soviet Russia wage incentives play an important part.® It is 
therefore important that where such a policy is consistent with 
other objectives we shape our institutions so as to provide in- 

6. For an interesting discussion by a war contractor of the role of financial 
incentives in promoting efficiency see James F. Lincoln, Lincoln's lnce?itive Sys- 
tern (1946). 

7. Wilbert E. Moore, Industrial Relations and the Social Order (1947), chap, 
xvi; T. N. Whitehead, Leadership in a Free Society (1937), chap, ix; Chester I. 
Barnard, The Functions of the Executive (1938), chap. xi. 

8. Abram Bergson, The Structure of Soviet Wages: A Study in Socialist Eco- 
nomics (1944), pp. 195-197, 203-204 and passim. 
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centives for efficient production and above all so as to avoid 

positive incentives to inefficiency. 

The third function of our price system is to provide the dis- 
posable income or “take home” pay of individuals in the form 
of wages, salaries, rents, interest, or profit. Clearly it is not 
the price system alone which determines our individual dis- 
posable incomes. Tax policy takes its toll and is consciously 
used to change the distribution of income and wealth as be- 
tween individuals. But it remains true that the principal claims 
which we have as individuals to participate in the joint annual 
produce of the nation arise from the income received through 
the price system for our individual efforts or for the use of the 
resources we have accumulated. 

It is my basic assumption that in line with the objectives 
stated above we wish to preserve and strengthen our freely 
competitive economy and to continue to use the price system 
as a vigorous and effective instrument for organizing our eco- 
nomic life. I shall argue that the purchasing policy of the serv- 
ices in peacetime can and should be devised so as to insure to 
the services their necessary supplies, while at the same time 
furthering rather than hindering the operations of the com- 
petitive price system. The analysis and recommendations pre- 
sented below for peacetime procurement by the armed serv- 
ices are designed to accomplish this. This will necessitate sub- 
stantial changes in the traditional procedures for peacetime 
purchasing and the adaptation to government conditions of 
many purchasing methods which have long since proved their 
effectiveness in industry.® The adoption of more business-like 
purchasing policies by the armed services in peacetime will not 
only further the objective of preserving and strengthening our 
competitive price system but will also serve to insure that the 
services acquire in advance the personnel and sldlls required 
for effective procurement in war. 

If the price system is to serve in peacetime as a means for 

9. For discussion of industrial purchasing practices see Howard T. Lewis, 
Industrial Purchasing (1935) and Procurement: Principles and Cases (1948); 
National Industrial Conference Board, Purchasing for Industry, “Studies in 
Business Policy,” No. 33 (1948). 
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organizing our economic resources, we must insure a structure 
of markets which will promote competition and we must 
pursue monetary and fiscal policies which will avoid chronic 
tendencies toward unemployment on the one hand and in- 
flation on the other. Chronic unemployment in the Thirties 
gave rise to many restrictive policies which are inconsistent 
with a vigorous and progressive economy.^® Failure to pursue 
fiscal and monetary policies which will avoid the opposite 
danger of inflation will certainly lead to the adoption of other 
restrictive policies which are equally undesirable. 

Price System in War. In times of war the overriding objec- 
tive of economic policy is the mobilization of resources to in- 
sure maximum and expeditious production. At such times it 
is clear that we cannot rely upon the price system to organize 
our economic resources to the same extent as in peace. Other 
controls are necessary for both economic and political reasons. 
It is questionable whether in such circumstances and in the 
absence of other controls the price system can act with suffi- 
cient precision or rapidity to divert resources from peacetime 
uses to military needs.^^ This is true even if we assume the most 
spartan monetary and fiscal policies compatible with expe- 
ditious mobilization. Moreover, if we are to be realistic in our 
planning, we must recognize that it is very improbable that 
we shall adopt such spartan monetary and fiscal policies. We 
need only note the timidity with which we used monetary 
and fiscal controls in World War II despite the urging of 
many in high repute to realize the need to plan for the worst 
while hoping for the best.^^ Our very success in direct control 
of prices by OP A, a success beyond the expectations of most 
experts, has doubtlessly strengthened our tendency to turn to 
this type of control and diverted our attention from the possi- 
bilities of monetary and fiscal policy. But this only underlines 

10. Allan G. B. Fisher, The Clash of Progress and Security (1935), esp. chap. iii. 

11. See Arthur C. Pigou, The Political Economy of War (1941)*, Robbins, 
op. cit., chap, ii; Seymour E. Harris, Inflation and the American Economy (1945), 
chap. i. 

12. For example see John Maynard Keynes, How to Pay for the War (1940); 
also Bureau of the Budget, op. ctt.^ chap. ix. 
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the importance of pressing in time of war for more rigorous 
monetary and fiscal policies so that the inflationary dangers 
may be minimized. 

Granted that the price system alone is not adequate in war 
to do the job of mobilization, it is clear that various direct 
controls of production will be required, such as limitation 
orders on the production of unnecessary civilian goods, prior- 
ities, and other schemes for the control of basic materials. 
Likewise direct controls of manpower, wages, rents, and 
prices will be necessary. 

Despite the need for such controls the price system will not 
be a completely passive factor. Economic mobilization on the 
scale required by modern warfare requires the use of all avail- 
able devices of social organization including the price system. 
Even in war price policy is a potent instrument which, if not 
used consciously to facilitate economic mobilization, may ob- 
struct it. The price system operated by the forces of the freely 
competitive market will certainly not exist, but a price system 
probably will, if only as a device to determine individuals’ 
rewards. It is perhaps needless to point out that except under 
conditions of seige we are likely to depend primarily upon the 
price system, even in wartime, to provide individuals with 
their claims to share in the current flow of goods and services 
available for consumption and in future claims against the 
wealth of the country arising from accumulated savings. 

But the potentialities of a wartime price system to aid in the 
allocation of resources and in the provision of incentives for 
efficiency should not be minimized. The use of the wartime 
price system for these purposes will serve the important ob- 
jective of decentralized decision-making and the sharing of 
power. If the production and material controls are not to be- 
come so detailed as to be cumbersome, they must be confined 
to general controls of the use of materials such as Umitation 
orders on the production of unnecessary goods and priorities. 
But while such controls may shake resources loose from the 
civilian economy, they do not insure that specific resources re- 
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leased from civilian uses will be devoted to military produc- 
tion. It is important that wherever possible the price system 
should work in such a way as to facilitate the diversion of these 
resources to particular contracts rather than to militate against 
it. Otherwise it will be necessary to rely heavily upon issuing 
a multitude of individual orders to particular firms. Of course, 
in the event of atomic warfare within our own borders it may 
be necessary to rely increasingly upon orders directed at indi- 
viduals rather than upon the price system, but this should be 
avoided if possible. 

The price system may also serve even in war as one device 
to encourage efficiency in the use of labor and materials. Such 
efficiency is a major objective of wartime national policy be- 
cause of its direct relation to the striking power of the armed 
forces. It is true, of course, that effective appeals may be 
made during war to patriotism, pride of achievement, and 
other motives to encourage efficient production. But financial 
incentives are by no means unimportant. It is generally recog- 
nized that contract prices may be so low and contractual 
arrangements so rigorous as to discourage contractors from 
production. It is equally true that prices may be so high and 
contractual arrangements may be of such a nature as to en- 
courage waste and inefficiency. It is important that we avoid 
contractual and price arrangements which put a premium on 
inefficiency and that we seek to devise arrangements and ar- 
rive at prices which will provide positive incentives to indi- 
viduals to exert their best efforts and to conserve labor and 
materials in producing the goods for war. 

Under wartime conditions prices paid for military goods 
take on additional importance because of their relation to the 
general program of economic stabilization, i.e., stabilization of 
prices, wages, and profits. Although economic stabilization 
is designed in part to facilitate maximum and expeditious 
production directly, it has an equally important role in a 
democratic society as a device for securing the whole-hearted 
cooperation of the various economic, political, and social 
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groups whose immediate interests and long-run aspirations 
find themselves in conflict with one another or with the over- 
all objectives of the economic mobilization for war. 

Problems of wartime administration are not simply problems of 
the mechanics and procedures of government. The objectives of 
government, even in time of war, are often in warm dispute and 
the building of administrative mechanisms must proceed with 
great urgency in an atmosphere of conflict about what the objec- 
tives should be. . . . In the American democracy, a government, 
no matter how wise its judgment may be, cannot for long execute 
its will arbitrarily against the opposition of substantial blocs of 
opinion. It must educate, placate, temporize, and act boldly as con- 
ditions require.^® 

It is inevitable that economic mobilization for a major war 
should have far-reaching effects on the economic, political, 
and social positions of various groups. It is likewise inevitable 
that each of these groups should try to minimize the burdens 
of war upon itself and seek to protect or even improve its 
strategic position in line with its long-run aspirations. With 
the approach of World War II agriculture, recallmg its years 
of depression between the wars, saw its opportunity to gain 
parity prices or better.^^ Labor saw an opportunity to push 
forward the gains which it had made during the Thirties. In- 
dustry wished to avoid disturbing customary business practices 
wherever possible. Moreover, it was being asked to make 
large capital commitments and to divert its energies from 
customary markets to new and perhaps ephemeral ones. In 
doing this it wished to avoid the inevitable risks by shifting 
them to others or to be well compensated for assuming them.^^ 
The proponents of small business saw in the war effort an 
opportunity to secure for such firms a more secure position in 
the economy. On the other hand, they were fearful that the 
concentration of prime contracts with large firms might have 
the long-run consequence of making their position less se- 

13. Ihii., p. 3. 

14. For discussion of agricultural policy in the early period of the war see 
John D. Black, Farity^ Farity^ Farity (1942) . 

15. See below, Chap, VIII. 
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cure.’^® This led to efforts to spread contracts among smaller 
firms even though a price differential in favor of such firms 
might be necessary. These will serve as examples of some of 
the major interests at conflict in the mobilization program. 
These conflicts were aggravated by the fact that until Pearl 
Harbor there was no general consensus as to the objectives of 
the United States in the world crisis or the probability of our 
entering the war. 

The economic stabihzation program was an important de- 
vice for reconciling many of these conflicts and molding to- 
gether these various groups into that unity of purpose so 
necessary to victory. It is clear that in some cases the terms of 
stabilization were determined by the relative strategic position 
or political power of the groups at interest rather than by the 
interests of the nation at large. This is one of the prices of 
democracy. 

In this conflict it was inevitable that the question of the 
profits of war contractors should be given important consider- 
ation. Proposals for the draft of manpower into military serv- 
ice and the control of wages led inevitably to proposals for 
the draft of industry and for the control of profits.^^ Conse- 
quently the policies for pricing military procurements were 
influenced not only by the economic considerations outlined 
above but also by the political necessity of controlling the 
extremes of excessive profits. This complicated seriously the 
problem of using price as an incentive device. The services 
were faced with the problem of developing methods of pric- 
ing which would facilitate production and at the same time 
provide profits which were compatible with political and so- 
cial stability. 

In the case of foreign purchases as well, procurement often 
assumed non-economic objectives of both a military and po- 
litical nature. In the purchase of many strategic materials the 

16. Smaller War Plants Corporation, Ecommic Concentration and World 
War 11 j Report to the Special Committee of the United States Senate to Study 
Problems of American Small Business, Senate Doc. No. 206, 79th Cong., 2d Sess. 
(1946), pp. vii-viii. 

17. See below, pp. 39-43. 
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dominant consideration was their immediate importance to 
our production program. But an important, though second- 
ary, consideration was to make such purchases so as to foster 
friendly diplomatic relations with the countries involved and 
thereby strengthen the unity of purpose with our allies and 
with the neutrals. This meant adapting purchasing policies to 
the desires of the dominant political forces in these countries. 
Other purchases abroad were made solely for the purpose of 
maintaining friendly diplomatic relations with little concern 
for our needs for the particular item. Where purchases of 
strategic materials were made to prevent their coming into 
the hands of the Axis powers, tactical considerations of eco- 
nomic warfare were dominant. In the case of local purchases 
to supply our forces stationed abroad the dominant objective 
was acquisition of necessary materials. Concessions were usu- 
ally made, however, to the general domestic stabilization pro- 
grams of our allies. We have not been so sensitive to the impact 
of volume purchases on the economies of occupied countries. 
Such considerations have usually had to wait upon the de- 
velopment of a general stabilization program out of the chaos 
following defeat. 

The price system can then continue to serve important 
functions even in wartime. Although the price system itself 
may be controlled and the role of price may be less than in 
peacetime, the proper functioning of this system becomes a 
major consideration of policy for both economic and socio- 
political reasons. Since it is clear that the various objectives to 
be accomplished through the price system may in some re- 
spects conflict, the problem of working out effective purchas- 
ing policies is one of developing the best possible compromise. 
It must be recognized that it is not easy to devise a synthetic 
substitute for genuine competition. When this is complicated 
by other political and social objectives, the problem becomes 
even more difficult. The compromise will inevitably be less 
than the ideal from the point of view of any one objective. 
The analysis and recommendations below for wartime pro- 
curement by the armed services are made on the assumption 
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that we shall and should rely significantly upon a price system 
even in a major war to serve a multiplicity of economic and 
socio-political objectives. 

Price System in a Crisis Society. There is a state of society 
midway between one at war and one at peace which we may 
refer to as a “crisis society.” By this is meant a society in which 
continuing international tension requires a continuing high 
level of economic mobilization to support the military estab- 
lishment. This appears to be a characteristic of the years im- 
mediately ahead. In a crisis society the problems of supplying 
the armed services with their necessary supplies is in many 
respects more difiicult than in either peace or war. Since the 
procurement program in such a society will generally be 
larger than in normal peacetime, the effects of such a program 
upon the economy are likely to be so great as to threaten the 
development of serious scarcities and inflation in the absence 
of rigorous monetary and fiscal policies. Moreover, procure- 
ment in a crisis society may be more difficult than in time of 
war because of understandable reluctance to impose rigorous 
controls over production, manpower, and prices and because 
of the lesser effectiveness of appeals to patriotism, prestige, 
and pride of accomplishment. 

The problem of formulating purchasing policies in such 
times of crisis is particularly difficult. Continuing crisis may 
prove a serious threat to the persistence of our democratic 
institutions unless ways can be found to mobilize our resources 
with the minimum centralization of power and direct controls. 
We face a serious danger in such a society of relying so heavily 
upon centralized and detailed controls that we destroy our 
democratic institutions, stifle individual initiative, centralize 
economic and political power, and enhance to an unnecessary 
and undesirable extent the power of the military. It is espe- 
cially important that we make every effort in a crisis society to 
devise means which, while insuring the necessary military 
establishment, will at the same time preserve our democratic 
institutions. 

This is particularly important in the field of procurement, 



i6 Pricing of Military Procurements 

which is the point where a military program impinges most di- 
rectly upon our economy. If we are to preserve the unity of 
purpose necessary for a firm international policy, -we must 
make a choice. We must invoke either rigorous monetary 
and fiscal policies or direct controls of prices, wages, and pro- 
duction, or of course, some blend of the two approaches. The 
alternative is economic instability which will be disruptive of 
national unity. 

We demonstrated during World War 11 that direct control 
of prices, wages, and production can be effective far beyond 
the expectations of most experts. There are signs that we are 
coming to think too much in terms of the use of these devices 
in our crisis economy and are giving too little attention to the 
possibilities of using monetary and fiscal devices to minimize 
the tendencies to inflation and the development of scarcities. 
It is time that we gave more attention to monetary and fiscal 
devices including the much neglected devices of compulsory 
savings and incentive saving schemes as instruments for con- 
trol in our crisis society in place of direct controls over prices, 
wages, and production.^® There are those who fear that rigor- 
ous use of monetary and fiscal policies may precipitate dis- 
astrous deflation and unemployment. This is a real danger in 
some circumstances. But so long as our society shows signs of 
continuing international crisis it is probable that our foreign 
exports and military expenditure programs, together with the 
large backlog of private investment in plant and equipment 
and in consumers’ durable goods, will supply sufficient effec- 
tive demand to make the dangers of invoking rigorous mone- 
tary and fiscal policies slight. Consequently the analysis and 
recommendations below for procurement in a society "of crisis 
are made on the assumption that in order to preserve our 
democratic institutions, individual initiative, and the decen- 
tralization of decision-making we shall rely heavily upon 
indirect controls through monetary and fiscal policies rather 
than upon direct controls to promote economic stability. 

i8. For discussion of some of the problems involved see Albert G. Hart, 
Money Debt cmd Economic Activity (1948), part v. 
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PURCHASE REQUIREMENTS IN WORLD WAR II 

The impact of war mobilization upon the national economy 
depends upon many factors including the availability of un- 
employed or unused resources, the system of economic con- 
trols adopted, and above all upon the total requirements of 
goods necessary to satisfy the needs of the nation’s armed 
forces and of its allies. These requirements will depend upon 
the nation’s strategic plans. 

In the event of a major crisis or war the efficient use and 
allocation of scarce resources to a multiplicity of ends becomes 
a critical issue of national policy. A nation must decide the 
extent to which its resources can be mobilized to increase its 
production by drawing additional resources and labor into 
production and by increasing their efficiency. It must also 
allocate its mobilized resources between its military establish- 
ment, its civilian economy, and its commitments to its allies 
and to the neutrals. In addition it must determine the propor- 
tion of the resources to be allocated to each branch of the mili- 
tary establishment and to the production of alternative items 
for the supply of these branches. Failure to mobilize ade- 
quately or to make rational allocation of resources to the vari- 
ous claimants may jeopardize victory and will in aity event 
lead to umiecessary waste of labor and materials and unneces- 
sary expenditures. 

Requiremefits 

The accurate estimate of minimum requirements for the 
armed services in accordance with strategic plans is of critical 
importance to military success. There are two aspects of the 
problem of military requirements both of which demand 
careful attention: (i) determining requirements of end prod- 
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ucts to implement strategic plans and (2) determining re- 
quirements of labor, basic materials, and productive facilities 
necessary to produce these end products within the allotted 
time. The determination of end products provides the starting- 
point of the purchase function and is therefore of particular 
significance to this study. A determination of the requirements 
of labor, materials, and facilities and a comparison of these re- 
quirements with available resources is necessary to determine 
the feasibility of the strategic plans or the need to develop new 
resources or to shake resources loose from the civilian econ- 
omy. 

An overestimate of requirements either in terms of end 
products or in terms of labor, materials, and facilities may 
jeopardize victory through leading to unnecessarily cautious 
strategic plans. It will most certainly lead to waste of resources 
through the production of unnecessary goods, building of 
unnecessary facilities, and recruiting and training of unneces- 
sary labor forces. It will also magnify the need for controls 
over the economy. An underestimate of requirements may 
likewise jeopardize military operations. It may mean produc- 
tion plans which have to be abandoned or delayed and this in 
turn may necessitate revision of strategic plans. Such revisions 
in procurement plans will inevitably lead to confusion and 
waste. Finally, failure to estimate requirements realistically 
will by exposing the ineptitude of the military and civilian 
mobilization agencies create suspicion and disunity at a time 
when unity of purpose is especially necessary. 

The determination of purchase requirements of end prod- 
ucts starts with the basic strategic plans. In peacetime or times 
of crisis these depend upon what types of military prepared- 
ness seem most likely to reduce the possibilities of the outbreak 
of war and upon an estimate of when and where military ac- 
tion may be necessary. After the outbreak of a war require- 
ments depend upon constantly changing military strategy 
and tactics. It should be noted that so long as the enemy has 
initiative the strategic plans must necessarily be in constant 
flux. But even after a nation has acquired the initiative in war- 
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fare itself, its strategy will be subject to continuous change 
when it faces unexpected resistances as in the case of the Battle 
of the Bulge in the fall of 1 944 or when it seeks to exploit unex- 
pected advantages as in the case of the by-passing of Truk in 
the spring of 1944.^ 

But requirements of end products depend on several factors 
other than strategic plans. They depend upon whether prod- 
ucts can be devised with sufficient flexibility to be adapted to 
several alternative operational plans without unduly limiting 
operational effectiveness. They depend likewise upon the rate 
at which specific strategic plans can be translated into precise 
schedules for the purchase of new goods and the cancellation 
of contracts for other goods no longer needed. They depend 
finally upon the realism of estimates of rates of utilization and 
upon the efficiency of the systems of distribution and inven- 
tory control. 

If the impact of procurement upon the economy is to be 
minimized and waste of labor and materials is to be avoided, it 
is necessary that requirements of end products be scrutinized 
regularly, that estimates of rates of utilization be realistic, and 
that efficient systems of inventory controls, transportation, 
and distribution be developed. It is equally important that re- 
quirements in terms of end products be translated quickly and 
accurately into requirements in terms of labor, materials, and 
facilities so that the feasibility of procurement programs can 
be determined. This means also that there must be a detailed 
and up-to-date inventory of our potential in terms of labor, 
materials, and facilities so that the requirements programs can 
be matched against our potential. 

It is not the purpose of this book to discuss ways and means 
of accomplishing these ends, but it should be emphasized that 
the successful solution of these problems with a minimum of 
waste of resources will contribute substantially to minimizing 
the impact of procurement upon the economy and to an in- 
crease in the striking power of the armed forces. 

I. Duncan S. Ballantine, US. Naval Logics in the Second World War 
(i947),pp. 171-172. 
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The controversy over requirements during World W ar II 
between WPB (and its predecessors), the armed services, and 
other groups indicates the extent to which many major mo- 
bilization decisions depend upon the accurate determination 
of minimum requirements.^ Prior to Pearl Harbor the military 
requirements both in terms of end products and in terms of 
labor, materials, and facilities were uncertain. Moreover, there 
was much controversy as to whether resomrces and facilities 
were adequate. By the spring of 1 942 it was discovered that 
the uncoordinated procurements of the armed services plus 
the international commitments made by the President called 
for war expenditures which would have taken 75 per cent of 
the national product in December, 1943.® This, it was argued 
by WPB, was too large. 1942 was a year of constant struggle 
by the parties at interest to determine the over-all division of 
our economic potential between the civilian economy, our 
international commitments, and the various claimants within 
the armed services.^ One reason for this was our failure to de- 
velop our strategic plans. The major strategy for the war was 
still under discussion until August, 1942, when the invasion of 
Africa was determined upon. Plans for invading Northern 
Europe did not become firm commitments until May, 1943. 
Until that time we were manufacturing munitions for the 
shelf, “for equipping armies and squadrons, and not for special 
operations the strength and date of which could be forecast 
even by the chiefs of staff.” ® But equally important as causes 
of this controversy was failure to develop adequate techniques 
for determining requirements and feasibility and failure to 
clarify the question of who should have ultimate responsi- 
bility for determining requirements. 

Whether the determination of requirements is a military or 

2. Civilian Production Administration, Industrial Mobilization for War: 
History of the War Production Board and Predecessor Agencies 1^40-2^4^ 
(1947), “Historical Records on War Administration, War Production Board,’' 
General Study No. i, pp. 91-92, 1 21-140, 273-292. 

3. Ibid., p. 285, 

4. Ibid., chap, iv. See also War Production Board, Wartime Production 
Achievements and the Reconversion Outlook (Oct. 9, 1945), pp. 10-13. 

5. Bureau of the Budget, The United States at War, p. 131. 
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civilian responsibility is an issue which has been hotly debated. 
It has been argued vigorously that the military which is re- 
sponsible for the success or failure of military operations must 
be responsible for determining what items it must have, in 
what volume, and at what time. It has been argued with equal 
vigor that in a major war the basic determination of the 
amounts of our economic potential to be mobilized and allo- 
cated to the military establishment as against the civilian econ- 
omy and international commitments is a problem to be deter- 
mined at the highest pohcy level with due consideration of 
various domestic interests and of the nation’s international 
diplomacy. 

I believe that our wartime experience as well as disinterested 
analysis of the problem indicate that the decision as to the 
over-all allocation of resources between the various claimants 
is clearly one for the highest level decision after debate by the 
various groups at interest. The military is one claimant whose 
opinion must and will be respected, but it has no monopoly of 
insight into the problems of public opinion, domestic politics, 
or international diplomacy. The military must be prepared to 
submit alternative budgets of requirements depending upon 
major decisions as to the over-all mobilization and allocation 
of resources together with a statement of what these alterna- 
tive budgets will mean in terms of striking power and military 
strategy. The basic decision as between a more or less effective 
and speedy conclusion of military operations, greater or lesser 
sacrifice on the domestic front, and greater or lesser aid to our 
allies and the neutrals is a problem to be thrashed out by a 
group widely representative of the interests of the nation. 
\\hthin the over-all limits of resources allocated to the mili- 
tary services, it should be their prerogative to determine the 
specific bill of goods to be procured. 


Magnitude of Military fur chases in World War II 

The importance of economic mobilization to the prosecu- 
tion of modern war is perhaps best indicated by the fact that 



Chart I 


Expenditures for War Activities * 
Quarterly 

July 1940-June 1946 



* Does not include net outlays of government corporations. 

Source: United States Treasury, Bulletin. See Table IX in Ap- 
pendix A for detailed data. 
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Chart II 

War Supply Contracts Awarded 
Quarterly 

April 1940-December 1944 



Source: War Production Board. See Appendix B for details and 
explanation of the basic data. 


Chart III 

War Facility Projects 
Quarterly 

April 1940-December 1944 



Source: War Production Board. See Appendix B for details and 
explanation of basic data. 
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in the United States during the years 1943 and 1944 about 42 
per cent of the gross national product, i.e., 42 per cent of the 
gross volume of goods and services produced, was devoted to 
federal war purposes. This compares with 1.4 per cent for 
1939. In dollar terms this represented an increase from $1.3 
bilhon in 1939 to |88.6 billion in 1944.® In the latter year over 
1 60 billion represented purchases from business, while most of 
the remainder was compensation of employees.’'^ Other major 
belligerents showed similar degrees of economic mobilization 
during the recent war. In 1944 Great Britain was devoting 5 1 
per cent of its gross national product to war purposes; ® Can- 
ada devoted 51 per cent; ® Japan devoted 51 per cent.^® 

The actual magnitude of federal government expenditures 
is indicated in Chart I. From July i, 1940 to June 30, 1946 the 
federal government spent directly I330 billion which was 
classified as expenditures for war activities. In addition there 
were net outlays of some I8.9 billion by various government 
corporations and credit agencies concerned with the war ef- 
fort.^^ Of this total of $339 bilhon, some $290.9 billion was 
spent by the War and Navy Departments. Not all these ex- 
penditures were for goods. Some represented pay and travel 
expenses for the armed forces. But $184 bilhon was expended 
on munitions, including ships and aircraft but excluding food 
and clothing, and $30.8 bilhon was spent by the government 
or its agencies on construction and war plants.^” 

These represent the actual expenditures. The magnitude 
and timing of contracts placed or other commitments is 
equally significant in analyzing the impact of a military pro- 

6. United States Department of Commerce, Survey of Current Business, July, 
1948, p. 16, Table 2. 

7. lbid.,p^ 18, Table 9. 

8. Combined Production and Resources Board, The Impact of the War on 
Civilian Consumption in the U?iited Kingdom, the United States and Canada 
(1945), p. 141. 

9. Ibid., p. 147, 

10. The United States Strategic Bombing Survey, The Effects of Strategic 
Bombing on Japan's War Economy (1946), p* 16. 

11. United States Bureau of the Budget, The Budget of the United States Gov- 
ernment for the Fiscal Tear ip4^, p. 1378. 

12. Loe, cit. 


Requirements 25 

gram on the industrial economy. Since, it is the placing of a 
contract, or its anticipation, which leads industry to plan its 
acquisition of materials and labor and to schedule its produc- 
tion, the impact of procurement on commodity and labor 
markets will precede actual government expenditures by a 
substantial period. The trend of contracts for both supplies 
and facilities from April, 1940 through December, 1944 is 
indicated by Charts 11 and III. These figures understate sub- 
stantially the total of awards because they exclude awards hav- 
ing a value of less than $50,000 and all awards for foodstuffs 
and food processing.^® These data will serve, however, to in- 
dicate roughly the trend in contract commitments for the 
bulk of military items and facilities. It will be noted that the 
peak in contract awards came in the first quarter of 1942, im- 
mediately after Pearl Harbor. This was the period of feverish 
activity when many contracts were placed without adequate 
consideration of price and many other awards were made in 
the form of unpriced letters of intent. It was this flood of 
procurements which precipitated the controversy between 
WPB and the services over requirements in 1942. Only in the 
case of ships and communications equipment did the awards 
of any subsequent quarter exceed those of the first quarter of 
1942 in dollar value. 

Equally interesting is the tendency of supply awards to be 
heavy in the second quarter of each calendar year. This is 
clearly a reflection of the desire of the services to commit 
funds before the end of the fiscal year, at which time many ap- 
propriations lapsed. A third factor of interest is the rapid fall 
in the volume of contracts for facilities after the second 
quarter of 1942. As was to be expected, facility contracts fell 
off much more rapidly than supply contracts. 

Finally, comparison of Charts I and II indicates that the 
trend of contract awards and expenditures differed materially. 
While awards reached their peak in the first quarter of 1942 
and tended to fall off thereafter, expenditures increased quar- 

13. See Appendix B for detailed statement of the meaning of this series and 
its iimitations* 
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terly until the first quarter of 1944, when they leveled off at 
about $23 billion per quarter, at which level they remained 
until V-J Day. 

Even more impressive than the over-all figures of the pro- 
curement program was the impact of the program on specific 
industries. When President Roosevelt appeared before Con- 
gress on May 16, 1940 to call for an aircraft industry with an 
annual capacity of 50,000 planes a year and an air force of 
50,000 military and naval planes, we were producing military 
planes at a maximum yearly rate of between 5,400 and 6,000 
planes per year. The President’s goal called for an eight- or 
ninefold increase in the production rate of an industry the 
capacity of which was already seriously taxed.“ Likewise, 
when in June and July of 1940 the President requested ex- 
pansion of naval vessels and facilities to provide a two-ocean 
Navy, Congress made authorizations which called for a 70 
per cent increase in the size of the fleet at a total cost of about 
I4 billion.^® This required a substantial increase in the capacity 
of our shipyards. On June 30, 1940, when the industry was 
already greatly expanded from its interwar low, there were 
138 naval vessels under construction, 68 of them in private 
yards and 70 in Navy yards. One year later there were 697 
naval vessels under construction, 603 of which were under 
construction in some 73 private yards and 94 in Navy yards. 
These are only two examples, which could be multiplied many 
times over, of the impact of our military procurement pro- 
grams on specific industries. 

14. J. Carlyle Sitterson, Aircraft Production Policies under the ISIational De- 
fense Advisory Commission mid Office of Production Management: May 1^40 
to December 1^41 (1946), “Historical Reports on War Administration; War 
Production Board ” Special Study No. 21, pp. 2-3. 

15. Charles H. Coleman, Shipbuilding Activities of the National Defense Ad- 
visory Coijmiission and Office of Production Management: July 1^40 to Decem- 
ber 1^41 (1945), “Historical Reports on War Administration: War Production 
Board,” Special Study No. 18, p. o. 
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PEACETIME PROCUREMENT TECHNIQUES 
BEFORE 1939 

The problems faced by the services in purchasing their re- 
quirements cannot be fully appreciated without an under- 
standing of the competitive bid system of purchase which in 
the past has been the predominant method of peacetime pur- 
chase by all agencies of the federal government. While many 
exceptions have been made to the formal system, especially for 
the services in time of emergency or war, the restrictions and 
ritual of the system developed in peacetime have frequently 
interfered with the use of buying methods which have long 
since proven their effectiveness m industry. Moreover, the 
continued use of the system in time of peace has meant that 
when the time came to abandon the system in time of war the 
services were not trained or equipped to use the more effective 
and exacting purchasing methods which the occasion de- 
manded. 

Traditional Competitive Bid System 

Until the enactment of the Armed Services Procurement 
Act of 1947 ^ the customary peacetime method of purchase 
by the services as well as by other agencies of the federal gov- 
ernment has been by public advertisement for competitive 
sealed bids.^ The basic statutory authority for this system 
stems from legislation passed in 1861 and is generally referred 

1. Pub. Law No. 413, 80th Cong., 2d Sess. 

2. For a brief summary of the development of the federal procurement organ- 
ization and procedures see Clifton E. Mack, Federal Frocurement: A Manual for 
the Information of Federal Fur chasing Officers, United States Treasury Depart- 
ment (1934); R. J. Monteith and A. S. Burack, Methods and Frocedures in 
Federal Fur chasing (1933). For an evaluation of some aspects of federal pro- 
curement see Clem C. Linnenberg and Dana M. Barbour, Oovernment Furchas- 
ing: An Economic Commentary (1940), TNEC Monograph No. 19. 
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to as section 3709 of the Revised Statutes.-'* This legislation 
provides that, except where public exigency requires imme- 
diate delivery, purchases shall be made by advance public 
advertising for sealed bids and public opening of the bids re- 
ceived. This provision has been interpreted as requiring award 
to the lowest responsible bidder who meets the advertised 
specifications.^ In appropriate cases all bids may be rejected 
and new bids solicited by advertisement. Before W orld War 
II, standard forms for the advertisements and ensuing con- 
tracts were prescribed by the Procurement Division of the 
Treasury Department and were mandatory upon all purchas- 
ing agents of the federal government.® 

There were several statutory exceptions to the rule of com- 
petitive bidding, but they were rather narrowly limited. 
Where the public exigency required immediate delivery or 
performance, purchases might be made “in the manner in 
which such articles are usually bought and sold, or such serv- 
ices engaged, between individuals.” ® Exceptions were also 
made for purchases of small value ranging from $25 to I500 
depending upon the department or agency involved.'^ Other 
exceptions for the purchase of particular types of materials 
had been made from time to time, several of which applied 
specifically to the armed services. Two of the major exceptions 
applicable to the services were the Air Corps Act of 1926 pro- 
viding special procedures for procurement of aircraft ® and 
the Educational Order Act of 1938.® While the services have 
recently been granted powers to depart from the traditional 

3. R.S, 3709 (41 U.S.C. 5) applies to all departments of the government. R.S. 
3718 (34 U.S.C. 561) established the formal system of advertisement and award 
to the lowest bidder for the purchase of provisions for the Navy Department 
alone. 

4. 5 Comp. Gen. 330 (Jan. 28, 1926). 

5. See 41 Code of Federal Regulations, sec. 11.3. These standard forms were 
authorized by section i of Executive Order No. 6166 (June, 1933). 

6. 41 U.S.C. 5. 

7. 41 U,S.C. 6. 

8. 44 Star. 784, as amended by the acts of March 3, 1927 (44 Stat. 1380) and of 
March 5, 1940 (54 Stat, 45). 

9« 5p U.S.Cl. 91-94. There were many other exceptions applicable to the services 
covering supplies purchased outside the United States, medical supplies, some 
foods, secret contracts, service contxacts, etc. 
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system at their discretion in a series of important casesd® the 
traditional system still applies to most purchasing activities 
by agencies of the federal government. 

Government purchases are surrounded by many special re- 
quirements, such as limitations on hours of work and wages 
paid to employees working on government contracts, regula- 
tions designed to foster domestic production and the use of 
domestic materials,^ ^ and, the filing of performance bonds. 
Disbursements by government agents on government con- 
tracts are subject to post-audit by the General Accounting 
Office to insure conformance with the terms of the contract.^® 
On cost-plus-fixed-fee contracts and similar contracts the ex- 
penditures of the contractor are likewise subject to this post- 
audit. Contractors’ expenditures are frequently disallowed. 

The policies of the Comptroller General and the General 
Accounting Office have had a pervasive effect on purchasing 
policies and procedures of all federal agencies. Plans for war- 
time procurement were drafted in light of the Comptroller 
General’s interpretations and of the responsibilities of con- 
tracting officers and industry to abide thereby. While the 
General Accounting Office has without doubt done much to 
insure care and honesty upon the part of federal purchasing 
agencies and industry, the rulings of the Comptroller General 
have often interfered with expeditious and efficient purchasing 
practices. 

Advantages of Competitive Bid System 

This system of purchase by public advertisement for com- 
petitive sealed bids is deeply embedded in the American gov- 
ernmental tradition. It purports to have a twofold purpose: 
( I ) minimizing the administrative discretion of the contract- 

10. See below, pp. 227-229, for recent legislation affecting peacetime procure- 
ment by the armed services. 

11. 41 U.S.C. 35-45 (Waish-Healy Act) and 40 U.S.C. 276a-276a(b) (Bacon- 
Davis Act) . 

12. 41 U.S.C. 10, loa, lob (‘‘Buy American” Act). 

13. 31 U.S.C. 71. See also Harvey C, Mansfield, The Comptroller General: A 
Study in the Lanv and Tractice of Finaneial Administration ( 1939 ), pp. 93 - 94 . 
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ing officer in the selection of sources of supply and (2) pro- 
tecting the government financially by developing competition 
on price. The system has the merit of making the purchasing 
function a routine matter which leaves little discretion to pub- 
lic officials once requirements and the specifications of the 
items to be purchased are determined. It minimizes the op- 
portunity for favoritism, affords an equal opportunity to all 
qualified suppliers to participate in government contracts, 
reduces pressures upon Congressmen and public officials from 
unsuccessful suppliers, and makes the least possible de- 
mand upon the talents of government purchasing officers. 
Furthermore, in peacetime markets which are actively com- 
petitive, it should result in the government being treated about 
the same as private industry, due allowance being made for 
the cost and inconvenience involved in dealing with the gov- 
ernment.^* 

Presuppositions of Competitive Bid System 

To be successful, however, this system presupposes certain 
conditions: 

( 1 ) that the government is concerned solely with perform- 
ance of the item purchased and its price and is prepared to 
purchase from any responsible supplier; 

(2) that there are rigid specifications or that there is suf- 
ficient time to develop such specifications before the selection 
of source; 

(3) that specifications may be publicized; 

(4) that specifications are honestly drawn in terms of tech- 
nical requirements and not specially tailored for the purpose 
of limiting the number of eligible sources; 

(5) that there are several alternative sources of supply 
which are in active competition with one another for govern- 
ment contracts and are willing to price competitively. 

14. For a discussion of the many reasons, legal, political, and administrative, 
which make governments “poor customers” see Albert M. Freiberg, “How Gov- 
ernment Buys: An Appraisal,” Fublic Policy, eds. C. J. Friedrich and E. S. Mason, 
II (1941), 261-288. 
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Clearly many procurements by the services do not satisfy 
these conditions/® In the case of secret contracts, it is clear 
that the formal system of public advertisement for competitive 
sealed bids cannot be used. In the case of research and develop- 
ment contracts, it it equally clear that the formal system is not 
usable. Experience with the Air Corps Act of 1926 is con- 
clusive in this regard.^® Talent capable of undertaking scien- 
tific research and the engineering of new weapons cannot be 
secured by public advertisement and sealed bids. Since confi- 
dence in the ingenuity and know-how of particular individuals 
will be the overriding consideration in such procurement, 
administrative discretion in the selection of the contractor is 
imperative. 

There are other cases where specifications cannot be suf- 
ficiently explicit to insure adequate quality. This is true of 
many perishable foodstuffs, which are best purchased after 
visual inspection and at current wholesale prices since it is 
generally impossible for a supplier to guarantee a given quan- 
tity and quality at a designated place at some future date. Like- 
wise, in the case of some medical supplies, the only adequate 
assurance of quality appears to be the general reputation of the 
supplier. 

In the case of many proprietary or trade-mark items, pur- 
chase by the formal competitive bid system is a mere form, 
lacking in substance. Ideally, under the competitive bid sys- 
tem, specifications are drawn so that substitute items which 
arc equally acceptable can compete. Often, however, the 

15, For a more elaborate discussion of the inadequacies of the formal comped” 
tive bid system for military procurement in peacetime see the author’s article, 
“Military Procurement in Peacetime ” Harvard Business Revievo^ XXV (Sum- 
mer, 1947), 444-462. 

16, For a discussion of the difficulties involved from 1926 to 1939 in purchase 
of aircraft see Production and Purchases Division, ASF, Purchasing Policies and 
Practices: Production and Purchasing Division, ASF (no date), pp. 17-27. This 
volume is on file with the Historical Division, Department of the Army. See also 
statement by Maj. Gen. E. M. Powers, Assistant Chief of Air Staff, USA, in the 
United States House of Representatives, Hearings before the Subcommittee of 
the Committee on Armed Services on H.R. 1366, 80th Cong., ist Sess., A Bill 
to Facilitate Procurement of Supplies and Services by the War and Navy De- 
partments, and for Other Purposes (1947), pp. 532-550. 


32 Pricing of Military Proctirements 

specifications become minecessariiy restrictive. Moreover, for 
some proprietary items and items controlled by patents there 
are no close substitutes. Finally, even when there are adequate 
substitutes for proprietary items as in the case of a truck or a 
gasoline engine, the technical requirement for uniformity of 
items and interchangeability of parts may make it imperative, 
after an initial purchase, that additions, replacements, and spare 
parts be of the same proprietary type as the initial purchase.^'^ 
There were times during the recent war when the survival of 
isolated groups of men lacking inventories of spare parts de- 
pended upon their ability to “cannibalize” their mechanical 
equipment, a possibility which depended in turn upon stand- 
ardization and interchangeability of parts.^® 

In all the above-mentioned cases some method had to be 
found even in peacetime to procure without being bound by 
the limitations of the formal competitive bid system. In some 
cases specific legislative exemptions were granted.^® In many 
cases, however, the services were forced in peacetime, until 
recently, to go through the forms of soliciting bids by public 
advertisement, even though various devices, such as restric- 
tive specifications, were found to circumvent the system in 
spirit while conforming to its ritual. As one commentator has 
remarked, all too often appearance of honesty becomes 
of paramount importance.” 

17. The purchase of proprietary items may be minimized by drafting appro- 
priate specifications. However, the cost of an item built to "specially tailored 
specifications may be substantially greater than the cost of a proprietary substi- 
tute produced in large quantities for sale in civilian markets. Where either item 
would perform satisfactorily, the procurement officer must consider the over-all, 
long-run cost of using the proprietary item as against the other, including in his 
calculation such factors as the effects of restricting the available sources on the 
price of future orders and the relative costs of inventory. 

18. United States House of Representatives, Hearings before the Subcommittee 
of the Committee on Armed Services on H.R. 1366, Both Cong., ist Sess., A Bill 
to Facilitate Procurement of Supplies and Services by the War and Navy De- 
partments and for Other Purposes, p, 475; United States Senate, Hearings before 
the Committee on Armed Services on H.R. 1366, 80th Cong., ist Sess., Ar7ned 
Services Procurement Act of 1^4^ (1947), p. 2. 

i9» For example, exceptions had been made for proprietary articles where 
competition was impracticable (31 Stat. 905), horses and mules (45 Stat. 245), 
medical supplies (27 Stat. 485), certain secret contracts (10 U.S.C. 1199), and for 
certain foodstuffs (28 Stat. 658, 34 U.S.C. 569, 34 U.S.C. 577, 34 U.S.C. oS). 

20. Freiberg, op. cit.^ p. 288. 
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Conflicts of Competitive Bid System 'with 
Efficient Purchasing Methods 

Moreover, the system often prevents the use of effective 
purchasing methods which have long since proved their use- 
fulness to industrial purchasing departments. As one commen- 
tator has noted, . a system which insures honesty often 
robs the buyer of so much discretion that he has no chance to 
be efficient.” There are several ways in which the system 
may conflict with efficient purchasing. In the first place the 
system tends to encourage a rigid separation of the function 
of drafting specifications from the function of purchase. Spec- 
ifications are drafted by highly trained technical personnel, 
too often without consultation with purchasing personnel 
or consideration of market conditions. Moreover, these spec- 
ifications become stabilized and inflexible. In many cases, how- 
ever, the functional requirements of the government could 
be satisfied by any of several products of different design. An 
astute buyer, unencumbered by the formalities of traditional 
government purchasing, would take advantage of competition 
between sources using different designs, materials, or processes. 
Change in technology, in the relative costs of different mate- 
rials and processes, and in the market conditions of various 
sources of supply will change the competitive picture for 
many items. Purchase by the traditional competitive bid sys- 
tem tends to prevent the government from developing such 
competition. The services maintain highly trained technical 
personnel responsible for design, but the purchasing function 
becomes too routine. This separation of function, together 
with the atrophy of the purchasing function in peacetime, is 
one of the unfortunate consequences of the formal competitive 
bid system which interferes seriously with the efficiency of 
peacetime procurement. 

There are several conditions where it is questionable 
whether the ritual of the competitive bid system will insure 
the least possible cost to the services. The first of these involves 
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repeat production contracts on specialized military items 
where there are high starting costs. For example, an initial 
production contract for a new jet propulsion engine may re- 
quire large initial starting costs in the nature of rearrangement 
of plant, tooling, training of personnel, developing new 
sources of materials, etc., for which the contractor will pre- 
sumably be reimbursed on the initial contract but vdiich will 
not have to be repeated in the case of subsequent orders. This 
gives the holder of the initial contract a distinct cost advantage 
on subsequent bids. Moreover, any supplier bidding on such 
a contract for the first time will face elements of uncertainty 
and risk which he will reflect in a contingency allow^ance but 
which an experienced contractor will no longer have to con- 
sider. Consequently the initial supplier has a range within 
which he may bid, bound on the low side by his minimum sup- 
ply price, which reflects his absence of starting costs and his 
lesser degree of uncertainty, and on the high side by his esti- 
mate of rivals’ bids. If the initial supplier is as efiicient as his 
potential rivals and these rivals correctly estimate their own 
costs, the initial supplier stands a good chance of being suc- 
cessful on repeat proposals. If the award is made under the 
formal competitive bid system, however, there is no assurance 
that the successful bid will reflect these lower starting costs 
and lesser risks. In similar circumstances an industrial pur- 
chaser would not submit to the ritual of the sealed bid system. 
It is probable, however, that in such circumstances govern- 
ment contractors have frequently obtained limited protected 
positions as a result of successive contracts. It may well be good 
economy and good military strategy to place successive con- 
tracts with a particular source. But, in the interests of efficiency 
in production and of economy in the expenditure of public 
funds, the services should have the authority in such cases to 
atternpt to negotiate prices which reflect these lower costs 
and risks where it appears that formal competitive bidding will 
not do so. “ 

A second class of procurements where economic consider- 
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ations may dictate the use of negotiated contracts comprise 
procurements in markets where the government does not 
always reap the benefit of active price competition. These in- 
clude situations where there are uniform bids or where there 
are collusive arrangements for the rotation of the position of 
low bidder."^ In some such markets the prices to industry and 
government alike are subject to monopolistic controls. In 
other markets, characterized by imperfect price leadership or 
imperfect compliance with uniform published prices, it ap- 
pears that the government is often quoted the published price 
by all parties while comparable sales to private industry are 
made at more or less of a discount, depending upon the state of 
the market and the bargaining strength of the parties involved. 
In some cases this disadvantage is evidently due to a failure of 
the government to distinguish in its purchasing between large 
and small purchases. But in other cases it appears that the gov- 
ernment’s purchasing procedures, particularly the publicity 
incident to the opening of bids, puts the government at a 
distinct price disadvantage in buying compared with industrial 
purchasers, who often receive secret concessions or specially 
advantageous long-term contracts. 

Considerable evidence has been presented showing that in 
the 1930’s the federal government was frequently at a dis- 
advantage in the buying of such items as steel products, ce- 
ment, and rubber tires.^® Moreover, identical bidding was 
reported as being so common at times that “the conclusion 
seems inescapable that something is wrong” on such varied 
items as condensed and evaporated milk, salt, ammunition and 
related products, compressed and liquified gases, refined petro- 
leum products, motor-vehicle bodies and parts, and electrical 
machinery and supplies.^^ These are all items which will bulk 
large in peacetime military procurement. It is significant that 
this list is based upon a study covering the period from July, 

22. Particular attention is given to this problem in Linnenberg and Barbour, 
op. cit., chap. iv. 

23. Ibid., pp. 36-38. 

24. Ibid., pp. 33-35. 
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1937 to May, 1939, a period during which the incentives to 
price competition were greater than we are likely to see on 
the average for some period to come. 

The previous discussion of situations where the government 
does not obtain the results of competition has referred particu- 
larly to peacetime procurement of standard commercial arti- 
cles or other items common to our civilian and military 
economies where publicity of the price or collusive devices 
put the government at a disadvantage. Even in the case of cer- 
tain specialized military items, however, the conditions sur- 
rounding government procurement are such that the impact 
on prices may be substantially greater than purchases of a 
similar magnitude and type by business. For example, when a 
major shipbuilding program is undertaken, it is normally 
preceded by public debate and specific Congressional ap- 
propriations. The Navy comes to the market committed to 
purchase a fairly specific bill of goods. There is little likeli- 
hood that it will be deterred by price considerations so long 
as its appropriations last or the political climate is favorable 
for their increase. Such programs are frequently sizable in 
comparison with available capacity and other current orders. 
Potential suppliers are few. Finally, there is often an urgency 
in placing the contracts, dictated by general diplomatic strat- 
egy or by the exigencies of domestic politics. It is not surprising 
that price competition is not always active where only a few 
bidders are faced with a known and almost completely in- 
elastic demand and each recognizes the over-all advantages of 
estimating costs liberally. An example of this is to be found in 
the much discussed shipbuilding program of 1933.**® In such 
conditions formal competitive bidding is no substitute for 
selection of source and determination of' price by informed 
negotiation in the manner of private business. 

All too often under the preceding conditions it has been the 
policy of the services to procure by the formal competitive bid 

25. United States Senate, Special Committee on Investigation of the Munitions 
Industry, Senate Report No. 944, Part i, Munitions Industry: Naml Shipbuilding, 
74th Cong., ist Sess. (1935), passim. 
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system regardless of the cost. Even where such procedure was 
not technically required by existing legislation, it could be 
easily rationalized. Regardless of the effects upon prices or 
upon the economy, purchase according to the formal system 
had the appearance of honesty and relieved procurement 
officers of formal responsibility for selecting sources. 

Conclusion 

Prior to 1939 the formal competitive bid system had be- 
come a well-established institution for peacetime purchasing. 
Although it was far from ideal, the services had learned to 
live with it. It was clear, however, that in many cases the sys- 
tem was ill adapted to the purchase of military requirements. 
Moreover, the system often discouraged or even prevented the 
adoption of purchasing methods which had long proved their 
efficiency in leading industrial concerns. Where military or 
technical considerations made it necessary, statutory exemp- 
tions had been granted or administrative dodges had been 
developed. Those responsible for military procurement 
showed little if any concern with those situations where com- 
pliance with the system might foster monopolistic practices 
or result in additional costs to the government. While there 
was a widely prevailing though by no means unanimous opin- 
ion that the system was not adaptable to wartime conditions, 
it was only after extensive experience with the negotiated 
contract under wartime conditions that serious proposals were 
entertained to overhaul the peacetime procurement system.®® 

2(5. See below, Chap. XIV. 
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PROCUREMENT PLANNING BEFORE WORLD WAR II 
Lessons of World W ar 1 

Experience during World War I made it clear that peace- 
time procedures of purchasing were inadequate in time of 
war. During that war competition beween the various pur- 
chasing agencies of the government and between the govern- 
ment and the civilian economy was to a large extent respon- 
sible for the inflation of prices of raw materials, w^ages, and 
finished goods. Although the services shifted to the negotiation 
of prices on many items, particularly specialized military 
items, the competitive bid procedure continued to predomi- 
nate in the purchase of many standard quartermaster items 
throughout the war.^ 

The war experience demonstrated the need for several 
broad changes in the wartime purchasing policies of the serv- 
ices. It was obvious that in wartime all government purchases 
should be cleared through some central agency in order to 
eliminate the waste and competition for goods and services to 
which decentralized and uncoordinated purchasing had given 
rise in World War I. Moreover, it was clear that contracts 
should be placed and priced on some other basis than the peace- 
time system of competitive bidding. Finally, it was generally 
agreed that the cost-plus-percentage-of-cost (CPPC) method 
of contracting should be eliminated since it provided industry 
with a positive incentive to be wasteful and inefficient in the 
use of labor and materials.^ Although there were delays in 
putting these lessons into effect after the beginning of the 

1. J.Franklin Crowell, Government War Contracu (1920), p. 21. 

2. See testimony of Bernard Baruch before the War Policies Commission, 
House Doc. No. 163, yad Cong„ ist Sess. (1931), pp. 30-72. Also Charles O. 
Hardy, Wartime Control of Prices (1940), pp. 5-6, 14, 58-67. 
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emergency in 1939, it is fair to say that these were guiding 
principles in most planning between the wars and in operations 
after the advent of the crisis. 

Disczission Between the Wars 

In the interwar years, which one student refers to as “The 
Decades of Divided Purposes,” ® there was considerable public 
discussion of the problems of industrial mobilization. In ret- 
rospect, however, this discussion appears to have had little 
effect on operations in the recent war. The discussion was to 
a large extent focused on the problem of “profiteering.” As 
the record of World War I became known, many turned in 
their disillusion to an attack upon the war millionaires and the 
so-called “merchants of death.” The thesis became popular 
that our entry into World War I had been engineered by 
those who stood to gain financially from war. Many argued 
that a future war could be avoided if we devised means “to 
take the profit out of war.” Others, including the veterans’ 
organizations, urged the need to plan for equalizing the bur- 
dens of war and for drafting capital as well as labor. It was in 
this atmosphere ^ and in response to such pressures that Con- 
gress established the War Policies Commission in 1930 “. . . 
to study and consider amending the Constitution of the United 
States to provide that private property may be taken by Con- 
gress for public use during war and methods of equalizing the 
burdens and to remove the profits of war, together with a study 
of policies to be pursued in event of war.” ® Perhaps the most 
significant contributions of this Commission were the testi- 
mony given by Bernard Baruch, particularly his proposal for 
a general price-freeze, and the presentation to the public for 

3. Pendieton Herring, The Impact of War j chap. viii. 

4. For a picture of the atmosphere of the era and a very prevalent interpreta- 
tion of the relation of business interests to war see Charles A. and Mary R. Beard, 
America in Midpassage (1939), I, chap. ix. 

5. Pub. Res. No. 98, 71st Cong, (June 27, 1930). For the report of the commis- 
sion see House Doc. No. 163 (1931), No. 264 (1932), and No. 271 (1932), 72d 
Cong., I St Sess. 
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the first time of the War Department’s plans for industrial 
mobilization.® 

Three years later in 1934 the Senate established the so- 
ealled “Nye Committee” to investigate the munitions indus- 
try, review the findings of the War Policies Commission, and 
inquire into the desirability of creating a government monop- 
oly in respect to the manufacture of munitions.'^ The hearings 
and recommendations of this committee were highly publi- 
cized. Senator Nye used the committee to further his argument 
that war was caused by the machinations of those who stood to 
gain financially therefrom. He proposed as a remedy the estab- 
lishment of a government monopoly of all munitions manu- 
facture. But the establishment of the committee also served 
to stimulate a large number of proposals for eliminating prof- 
iteering on the assumption that private industry would supply 
the bulk of munitions in peace and war. During the twenty- 
three-year period between the wars approximately 200 bills 
and resolutions dealing with the limitation of war profits were 
considered by Congress.® The principal focus of this public 
discussion was on ways and means of limiting profiteering by 
general price controls and taxation. Although price control 
is an obvious aid to controlling the prices and profits on mili- 
tary procurements, it is clearly insufficient unless extended 
to cover specialized military equipment. Moreover, the dif- 
ficulties of so extending it are great. But consideration of the 
purchasing methods of the armed services and the pricing of 
military goods was clearly secondary in the discussions of this 
period. The War Department alone appears to have consid- 
ered these matters in its industrial mobilization plans. 

6. The Industrial Mobilization Plan was prepared in accordance with section 
5a of the National Defense Act of 1920 (41 Star. 764-765), which charged the 
Assistant Secretary of War with the , . supervision of the procurement of all 
military supplies and other business of the War Department pertaining thereto 
and the assurance of adequate provision for the mobilization of material and 
industrial organizations essential to war-time needs.” 

7. Senate Res. No. 206, 73d Cong., 2d Sess. (April 12, 1934). 

8. H. Struve Hensel and Richard G. McClung, “Profit Limitation Controls 
Prior to the Present War,” Law and Contemporary Froblems^ X (Autumn, 1943), 
199. 
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Planning Between Wars 
The Industrial Mobilization Plan 

In presenting the industrial mobilization plan to the War 
Policies Commission in 193 1 General Mac Arthur, then Chief- 
of-Staff, gave the most extensive public statement of the War 
Department’s plans for wartime procurement which appeared 
between the wars.® He insisted upon the necessity for decen- 
tralized procurement by the technical services. In order to 
avoid the evils of competitive bidding he proposed that pro- 
curements be made on the basis of allocation, i.e., “the assign- 
ment of a definite list of facilities to each procurement agency 
to supply its needs.” Such an allocation of private industrial 
facilities was to be arranged in advance. In the case of special- 
ized equipment on which manufacturers had no prior produc- 
tion experience, he proposed that educational orders for a 
limited quantity be placed in peacetime without advertising. 
In wartime “prices will be determined by negotiations, con- 
trolled by the knowledge obtained in peacetime planning, of 
the items that make up costs and by all information that can 
be collected by the Government.” 

General MacArthur also stated that to avoid the evils in- 
cident to many types of contracts used in World War I the 
War Department had prepared various contract forms “which 
would be adaptable to use in the unsettled economic and in- 
dustrial conditions of war; which would, so far as possible, re- 
lieve the contractors of the perplexing hazards of wartime pro- 
duction; which would facilitate prompt payment and early fi- 
nal settlements; which would avoid the evils accompanying the 
cost-plus contracts; which would be self -settling in the event 
that the necessities of the Government required termination 
before completion; and which would protect adequately the 
Government and contractor, and contribute to speedy and 
early production.” To accomplish this the W ar Department 
proposed the following practices: 

9. House Doc. No. 163, Cong., ist Sess. (1931), pp. 354-386. For a copy 
of the industrial mobilization plan, see ibid., pp. 395-470. 

10. Ibid., p, 364. 

11. Ibid., pp. 365-366. 
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That for commercial supplies and for relatively simple construc- 
tion the ordinary peace-time contract forms be used, and that 
these be modified to meet war conditions. The most important 
changes relate to clauses providing for settlement in event of ter- 
mination before completion, and to provisions respecting in- 
creased costs of labor and material, when such increases are 
authorized by Federal authority. 

That for large construction projects and for the procurement 
of non-commercial items, the adjusted compensation contract be 
used. In this form the contracting parties agree in advance upon 
tentative cost schedules which are revised from time to time as 
more accurate information becomes available. The Government 
audits all accounts as they arise and pays all approved costs of per- 
formance. In the end it also pays the contractor an amount as 
nearly as practicable equal to a fair rental for that part of his plant 
involved in the contract. Under present conditions the department 
believes a fair rental should approximate a rate of 6 per cent per 
annum on the estimated value of the part of the plant involved. If 
the contractor has performed the job at a cost less than the revised 
estimate of costs, the Government pays him a small added compen- 
sation. If actual cost exceeds the estimate, his profit is reduced. 
Temptation to pad costs is removed.^- 

General MacArthur acknowledged that the adjusted com- 
pensation contract . . contemplated inspection and audit- 
ing, detailed and complete, but not pernicious, throughout 
performance.” By use of this procurement system he be- 
lieved that “profiteering based on Army contracts is thus 
eliminated and profits are kept within reasonable limits. . . . 
Army purchases, in the event of a future war, will not be, as 
they have been in past wars, one of the principal causes for 
profiteering and for the useless and unnecessary piling up of 
burdensome war debts.” 

There were several interesting features of these War De- 
partment plans. First, they assumed that the government 

12. lbid.y p. 366. For detailed discussion and copies of these contract forms 
and of others subsequently approved see United States Senate, Hearings before 
the Special Committee Investigating the Munitions Industry, Part 15, 73 d Cong., 
zd Sess,, Munitions Industry (1935), pp. 36i9~'3642. 

13. House Doc. No. 163, yzd Cong., ist Sess. (1931), p. 366. 

14. lbtd,j pp. 366-367. 
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would have sufficient knowledge of costs and would exercise 
sufficient ingenuity in its negotiations to set prices for many 
commercial supplies and for relatively simple construction 
which would be free from unreasonable profits. Second, they 
assumed that it would be feasible on all other items to deter- 
mine costs of production periodically on an individual contract 
basis including therein a fair rental on the estimated value of 
plant used in the performance of the contract. The valuation 
and accounting problems involved in these proposals in addi- 
tion to the problem of auditing costs of materials and labor 
would, of course, have been tremendous. Finally, there was 
a clear recognition of the need for government authorization 
of increased costs of labor and materials, which implied a wide- 
spread and effective system of controls of wages and of the 
prices of materials. 

These points became clear in the investigations of the Nye 
Committee which pointed out that the industrial mobilization 
plan was founded on certain assumptions which made the 
elimination of the evil of profiteering difficult. “Among them 
are that victory and its prerequisite, increased production, 
are the primary object of a nation at war to which all other 
aims are subsidiary, that any controls undertaken in war should 
not be so drastic as to cause any change in normal economic 
conditions, and that a major part of the planning effort should 
be devoted to effecting a smooth functioning of the procure- 
ment machine rather than profit limitation.” 

Commenting directly on the procurement plans of the War 
Department the Nye Committee made many prophetic re- 
marks. It noted that the proposals relied to a large extent upon 
accounting determination of costs and valuations which . . 
are extremely difficult to determine. To a large extent the 
Government must rely upon industry for information. In 
the pressure of wartime, these accounting items are inevitably 
determined on a basis advantageous to industry.” The com- 

1 5, United States Senate, Special Committee on Investigation of the A'lunitions 
Industry, Senate Report No. 944, Part 4, Munitions Industry, 74th Cong., 2d 
Sess. (1936), p, 2. 
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mittee noted that despite fifteen years of planning the services 
had practically none of the requisite information. “The Navy 
Department does not know what it costs private shipbuilders 
to construct naval vessels. It has no information on their 
profits. The War Department is no better off.” ^'^ Concern- 
ing the nature of wartime controls the committee said that “be- 
cause of the necessity for flexibility, the character of war 
regulation is largely determined by negotiation between 
Government officials and industry. Industry inevitably has the 
upper hand in these negotiations because of its superior infor- 
mation and the existence of a seller’s market in war.” Finally, 
the committee concluded that “there are two reasons for be- 
lieving that even theoretically full powers to eliminate prof- 
iteering actually would not be used for this purpose. ( i ) In- 
dustry, through its control over production, can strike against 
the Government which is, in fact, in no position to com- 
mandeer any industry or plant, and thus force compliance with 
its wishes in regard to prices and contracts. ( 2 ) The control 
agencies must necessarily be administered by men who are 
industrially trained and presumably sympathetic to private 
industry’s contentions.” 

This analysis of the War Department’s procurement plans 
was perhaps the most significant contribution of the Nye 
Committee. It was truly prophetic of many problems faced in 
World War II. It is most unfortunate that the challenge of this 
part of the committee’s work was not met by those in respon- 
sible positions. As it was, the more sensational charges spon- 
sored by Senator Nye to the effect that the United States had 
been led into war at the instigation of war profiteers took the 
head-lines while the more substantial lessons of the investiga- 
tion languished.^® The services had been accused of not having 
the cost and other information requisite to do its job. This v^as 
still true when the war broke out. Moreover, they did not 
have adequate plans for getting such information. The prac- 

17. Ihid.^ p. 30. 

18. Ibid., p. 3. 

19. Loc, cit. 

20. Herring, op. cit., p. 200, 
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tical result of the Nye investigation seems to have been to in- 
duce increasing timidity upon the part of the services in their 
planning for industrial mobilization. In its successive revisions 
the industrial mobilization plan became shorter, more plati- 
tudinous, and increasingly evasive on critical issues. “In a 
literal sense this document shrank from criticism.” 

A published industrial mobilization plan should serve to 
provide leadership and guidance to various groups at interest 
and to goad the legislative and executive branches of the gov- 
ernment into a resolution of any conflicts in these interests. 
The discussions of the 1930’s ^d not accomplish this. Al- 
though the earlier editions of the industrial mobilization plan 
had indicated that effective price control was a prerequisite 
for effective procurement, the 1939 edition could only say, 
“Control of prices in war way be required . . .’’^^Congres- 
sional authority for the placing of educational orders was not 
forthcoming until 1938 and then in only limited amounts.^'^ 
On the critical issue of the suspension of competitive bidding 
and the use of negotiation the War Department seems to have 
been in a state of indecision. General MacArthur’s proposals 
to use a system of allocations and the preparations of the War 
Department to implement these plans implied the immediate 
switch to negotiation upon the outbreak of war. There ap- 
pears to have been considerable question, however, as to 
whether public opinion or Congress would countenance ne- 
gotiated contracts.^^ 

It is not surprising in the light of this vacillation that when 
war came the industrial mobilization plan was sidetracked.^® 
There have been many explanations for this including the fact 
that war did not come with the suddenness on which the plan 
was predicated, the need to move slowly because of the iso- 

21. p. 203. 

22. Senate Doc. No. 134, 76th Cong., 2d Sess. (1939), p. 4. Present author’s 
italics. 

23. Pub. Law No. 639, 75th Cong., 3d Sess. (June 16, 1938). 

24. See Army Industrial College, Flans for Industrial Mobilization i^ 20 ~i^s 9 
(1945), “Study of Experience in Industrial Mobilization in World War II,” 
pp. 50-53. 

25. See ibid., pp. 74-85. Herring, op. ctu, pp. 207-210. 
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lationist sentiment, the inclination of the Commander-in- 
Chief to hold the reins, and the pressures of New Deal groups 
in the administration to hold the military and business groups 
in check.^® These were all important. But even more signifi- 
cant is the fact that on many matters including allocation of 
orders, negotiation of prices, price control, and profit limita- 
tion the industrial mobilization plan was no plan at all. The 
planners had neither given leadership to the conflicting groups 
at interest nor adapted themselves to the tune of the times. 
It appears to have been true of the period between the wars 
that “. . . soldiers are neither political theorists nor social 
philosophers.” The armed services have often been accused 
of failing to adapt their military strategy to innovations in 
science and technology. It appears that between the wars they 
were even less prone to adapt their mobilization plans to in- 
novations in the facts and theories of our economic, social, 
and political life. In the field of purchasing policies mobiliza- 
tion planning showed great timidity induced without a doubt 
by excessive fear of the Comptroller General and of a public 
opinion aroused by the spectre of profiteering. 

26. Bureau of the Budget, The United States at War, pp. 23-24. 

27. Herring, op. cit., p. 203. 
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ESTABLISHING PROCUREAIENT RESPONSIBILITY: 

1939-1942 

One of the outstanding lessons of World War I was the need 
for coordination by some central group of the decentralized 
purchase operations of various federal procurement agencies. 
This did not mean centralized procurement operations, but 
rather coordination of the decentralized operations with re- 
spect to major policies and procedures. The industrial mobili- 
zation plan had provided for this through its provision for the 
establishment in the event of -war of a War Resources Ad- 
ministration.^ In the interim the Army and Navy Munitions 
Board was supposed to perform such coordination. Unfor- 
tunately it had accomplished little by 1939. 

With the approach of war and the establishment of a succes- 
sion of civilian agencies concerned with the mobilization of 
industry, the whole question of the policies and procedures to 
be followed in procurement became critical. What were the 
appropriate relations between the services and the various 
civilian organizations with respect to procurement? Should 
the responsibility for the award and administration of con- 
tracts be with the services in whom statutory responsibility 
had always resided? Or should some civilian agency respon- 
sible for industrial mobilization also have the responsibility 
for the award and administration of contracts? Should pro- 
curement be centralized in one organization or should it be 
decentralized? Should procurement be centralized geographi- 
cally in Washington? To what extent should the conventional 
procedures of competitive bidding be retained? What alterna- 
tives might take their place? What should be the responsibili- 

r. Industrial Mobilization Plan: Revision of Senate Doc. No. 134, 76th 
Cong., 2d Sess. (1939). 
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ties of the civilian price control agencies over prices of goods 
for the armed services? These were problems which it took 
almost three years to settle.® 

Civilian Control of Procurement Policies and Procedures 

In anticipation of war in Europe the President on Au- 
gust 9, 1939 appointed a War Resources Board for the pur- 
pose of “advising with the Army and Navy Munitions Board 
on policies pertaining to the mobilization of the economic re- 
sources of the country in the event of a war emergency.” ® It 
was generally supposed that in the event of an emergency this 
board would become an executive agency of the government 
with powers similar to the War Industries Board of World 
War I. As it turned out, the board after making its report in 
October, 1939 was allowed to expire.* 

With the fall of France the administration was moved to 
more effective action. On May 29, 1940 the Council of Na- 
tional Defense, a Cabinet committee existing by virtue of an 
act in 1916,® established with the approval of the President an 
Advisory Commission of seven members.® Their assignments 
of responsibilities were as follows: William S. Knudsen, in- 
dustrial production; Edward R. Stettinius, Jr., industrial ma- 
terials; Sidney Hillman, labor; Chester C. Davis, agriculture; 
Ralph Budd, transportation; Leon Henderson, price stabiliza- 
tion; Harriet Elliott, consumers’ interests. This was the begin- 
ning of the civilian command responsible for industrial mobili- 
zation during the war. 

The National Defense Advisory Commission (NDAC) 
was a purely advisory body which dealt with the Cabinet 

2. The official story of the struggles to solve these problems has been told in 
CPA, Industrial Mobilization -for War, passim, 

3. The New York Times, Aug. lo, 1939, pp. 1-2, 

4. For a discussion of the nature of this report and some interesting comments 

on the vicissitudes of this board see Army Industrial College, flans for Industrial 
Mobilization (1945), “Study of Experience in Industrial Mobilization 

in World War II ” pp. 66-74. 

5. 39 Stat. 649, sec. 2 (Aug. 29, 1916). 

6. See 5 F.R. 2114 (June, 1940), establishing the general composition of the 
Advisory Commission and 5 F.R. 2381 (June, 1940), appointmg the members. 
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Council of National Defense through the President or through 
his administrative assistant.'^ It was clearly thought that the 
work of the advisors on production, materials, and labor would 
be of principal immediate significance and that the other ad- 
visors would be concerned primarily with long-run plan- 
ning.® The commission had the threefold task of helping to 
expedite the immediate problem of rearmament, synthesizing 
the views of the various groups at interest in the defense pro- 
gram, and laying the groundwork for subsequent administra- 
tive agencies which would be responsible for various phases 
of mobilization. Knudsen, as production advisor, was “. . . 
charged with the general duty of coordination of the activi- 
ties of private industry with those of the War and Navy De- 
partments to the end that the plant capacity in the industries 
will be so expanded as to produce the volume of military and 
naval materials and equipment which will be required . . .”® 
The placing of contracts by the services was soon recog- 
nized as one of the most important day-to-day operating prob- 
lems calling for the attention of the NDAC. From the begin- 
ning the NDAC recognized that the services alone had statu- 
tory authority to award contracts.^” On June 6, however, the 
President directed the War and Navy Departments to sub- 
mit to the Advisory Commission all proposed contracts for 
$500,000 or more for its approval prior to award.^^ If the 

7. United States House of Representatives, Hearings before a Subcommittee 
on Appropriations, 76th Cong., 3d Sess., Second Suppleinental National Defense 
Appropriation Bill for 1^41 (1940), p. 233. 

8. See testimony of W. H. McReynolds, Administrative Assistant to the Presi- 
dent, ibid. (June 3, 1940), p. 20. 

9. See above, note 7. 

10. Civilian Production Administration, Minutes of the Advisory Commission 
to the Council of National Defense (1946), “Historical Reports on War Adminis- 
tration, War Production Board,’’ Doc. Pub. No. i, p. 119. Donald Nelson states 
that at an early meeting of NDAC Mr. Baruch had warned him against ever 
assuming responsibility for signing the services’ contracts. “This advice sank into 
and anchored itself in my mind, and I never deviated from it. Civilians who place 
Army and Navy orders are usually asking for more trouble than they can 
handle.” Donald Nelson, Arsenal of Democracy (1946), p. 103, 

11. On June 6, 1940 the President directed memoranda to the Secretaries of 
War and Navy stating, “In order that the program of industrial expansion in the 
preparedness field may be coordinated and expedited most effectively, I should 
like you to obtain the approval of Commissioner Knudsen of the Advisory Com- 
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NDAC found the proposals unsatisfactory, it could make its 
objections known to the initiating department or, if neces- 
sary, to the President. This constituted the chief sanction of 
the NDAC. 

To facilitate even further the coordination of current pro- 
curement with the over-all mobilization program the Presi- 
dent established on June 27, 1940 the Office for the Coordina- 
tion of National Defense Purchases as a subordinate body to 
the Council of National Defense and appointed Donald Nel- 
son as Coordinator.^' Nelson’s responsibilities included main- 
taining liaison between NDAC, the armed services, other 
government agencies, and private agencies “. . . to insure 
proper coordination of, and economy and efficiency in, pur- 
chases” for national defense. He was authorized to assign to 
the agency best qualified purchase responsibility for repetitive 
items common to several agencies with the limitation that the 
War and Navy Departments should make their own pur- 
chases subject to such coordination as might be required to 
establish priorities. Nelson was also responsible for coordinat- 
ing research in procurement specifications and standardiza- 
tion, determining and keeping current estimates of require- 
ments, and collecting statistics on purchases by the federal 
government. 

From the beginning the responsibility of NDAC and the 
Coordinator for Defense Purchases for current procurement, 
limited though it was, played a very important part in the 
transition to war. Considerable pressure was brought to bear 
upon the services to alter specifications so that more sources 
of supply could be used, to time the placing of contracts so as 
to take advantage of off-season productive capacity and re- 
duce the impact of growing demand by the services on the 
market, and to spread the placement of contracts.^® By 

mission to the Council of National Defense on all important contracts for pur- 
chase by your Department ” (WPB, Historical Records Files) . 

12. 5 F*R. 2446-2447 (July, 1940). 

13. Memorandum from A. C. C. Hill, Jr. to Mr. J. L. O’Brian, General Counsel 
of OPM, Functions^ Organization Procedures and Problems of Division of Put'- 
chases (April lo, 1941) (WPB, Historical Records Files) . 
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September of 1 940 the NDAC was able to issue a statement of 
general principles governing the letting of contracts/^ a fore- 
runner of War Production Board Directive No. 2, which was 
to serve as the charter of the services after the outbreak of 
war.^® This statement served as a prod to the services to make 
more effective use of their powers to place contracts by nego- 
tiation. Beyond this the NDAC was instrumental in develop- 
ing various policies which had an indirect bearing on the pric- 
ing of military procurements such as accelerated amortization 
of defense facihties, financing of plant expansion, and financ- 
ing of increases in working capital.’-® 

The establishment of the Office of Production Manage- 
ment (OPM) in January, 1941 formahzed somewhat the re- 
sponsibihties and controls over procmement matters which 
had already developed without materially extending them.’^'’ 
Nelson, as Director of the Division of Purchases, was author- 
ized to coordinate the placement of all major defense con- 
tracts; to review for clearance prior to award all proposals of 
the War and Navy Departments to purchase in an amount of 
$500,000 or more and such other purchases as involved 
“unusual procurement problems” or would have a substantial 
impact upon the market; and to review the procurement pro- 
cedures, methods and pohcies, and specifications of various 
federal procurement agencies.^® Again the key to civilian con- 
trol lay in the clearance function on major contracts. On 
September 4, 1941, as the problem of conversion of industry 
became more acute, there was established in OPM a Division 
of Contract Distribution which was to formulate and promote 
programs for the wider distribution of the services’ purchases 

14. This document was sent to Congress by the President. See House Doc. No. 
950, 76th Cong., 3d Sess. (1940). 

15. See below, pp. 87-88, for discussion of the general principles established. 

16. See below. Chap. VIII. 

17. Executive Order No. 8629, Jan. 7, 1941, 6 F.R. 191. Prior to the issuance 
of the order Donald Nelson had protested that the powers proposed for the new 
organization were not sufficient stating . . apparently however, it is the inten- 
tion of OPM to set up a Division of Purchases without the necessary authority 
delegated to it.” Letter from D. Nelson to W. S. Knudsen, January 24, 1941 
( WPB, Historical Records Files) . 

18. Regulation No. 2, 6 F.R. 1595-1596 (March, 1941). 
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by breaking up purchases into small units, promoting con- 
version of industry, promoting subcontracting, and assisting 
potential suppliers in various ways.^" This represented one of 
many steps to spread contracts which had a major impact 
upon the services’ procurement programs. 

With the passage of the First War Powers Act on De- 
cember 1 8, 1 941 the President delegated to the W ar and Navy 
Departments and the Maritime Commission his broad dis- 
cretionary powers to enter into negotiated contracts."® Al- 
though the formal relations between the services and the 
civilian command were not clarified until the establishment of 
the War Production Board (WPB) about three weeks later, 
the services were directed “to cooperate to the fullest possible 
degree with the Office of Production Management ...” 

The Executive Order establishing WPB gave the chairman 
of the board full powers over the procurement programs of the 
services.^^ He was authorized, among other things, to “exer- 
cise general direction over the war procurement and produc- 
tion program” and to “determine the policies, plans, proce- 
dures, and methods of the several Federal departments, estab- 
lishments, and agencies in respect to war procurement and 
production, including purchasing, contracting, specifications, 
and construction; and including conversion, requisitioning, 
plant expansion, and the financing thereof.” All federal 

19. Executive Order No. 8891, 6 F.R. 4623 (Sept., 1941). This division super- 
seded the Defense Contract Service which had been established with more limited 
responsibilities on July 29, 1941. See Regulation 9, 6 F.R. 3889 (August, 1941), 

20. Executive Order No. 9001, Dec. 27, 1941, 6 F.R. 6787. 

21. Executive Order No. 9024, Jan. 16, 1942, 7 F.R. 329. The board itself con- 
sisted of the Chairman appointed by the President, the Secretary of War, the 
Secretary of the Navy, the Federal Loan Administrator, the Director General 
and Associate Director General of the OPM, the Administrator of the Office of 
Price Administration, the Chairman of the Board of Economic Warfare, and the 
Special Assistant to the President supervising defense aid. The powers of the 
board were vested in the Chairman, who was instructed to act with the advice 
and assistance of the other members. A week later OPM was abolished and its 
functions transferred to WPB. The Director General of OPM, Mr, ICnudsen, 
continued as a member of the board in his new capacity as Lieutenant General 
in Charge of Production for the War Department and the Associate Director 
General, Mr. Hillman, continued as a member in his new capacity as Director 
of the Labor Division of WPB. See Executive Order No. 9040, Jan. 24, 1942, 
7 FJEl. 527. 
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agencies were instructed to “comply with the policies, plans, 
methods, and procedures in respect to war procurement and 
production as determined by the Chairman . . Finally, 
the Army and Navy Munitions Board, now clearly a second- 
ary organization, was instructed to report to the President 
through the chairman of WPB. 

Responsibility of the chairman of WPB for “policies, plans, 
procedures, and methods” in the field of procurement was 
clear. This represents the high point in civilian responsibility 
for procurement matters. Although the authority of the chair- 
man of WPB to assign purchase responsibility, to determine 
methods of awarding contracts, and to determine types of 
contracts was supreme, the basic responsibility of the services 
for the execution and administration of contracts was not 
impaired. 

This power of the civilian command appears to have come 
too late for greatest effectiveness. WPB had complete respon- 
sibility over policies and procedures and through its clearance 
function was in a position to implement these powers. But 
with the outbreak of war speed in placing contracts became 
paramount. No sooner had WPB gained these powers than it 
became necessary to decentralize the clearance function in 
order to expedite the placing of contracts. As early as February 
12, 1942 Douglas C. MacKeachie, Director of Purchases of 
WPB, outlined to the Truman Committee plans for delegation 
to the services of a substantial part of the clearance function.^® 
WPB reserved the right to require clearance where it felt it was 
necessary and to exercise a post-clearance review in other 
cases. In order to insure that FWB’s point of view prevailed in 
the placing of contracts, it arranged to place one of its men in 
each of the services to be responsible for the procurement 
policies of the service and to exercise the clearance function. 
Frank Folsom, who had formerly been Deputy Director of 
the Purchase Division of WPB, was made Assistant Chief in 
Charge of Procurement in the Office of Procurement and 

22. See United States Senate, Hearings before Special Committee Investigating 
the National Defense Program, 77th Cong., ist Sess. (1942), Part 10, p. 4051. 
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Material of the Navy and Albert Browning went to the 
Services of Supply (SOS) in the War Department.^® The 
former remained a civilian, but Browning was commissioned 
as a Colonel and later raised to Brigadier General. 

In explaining this arrangement to Congress Nelson made it 
clear that although these men were responsible to their chiefs 
in the Army and Navy, they were also responsible to him and 
had a right of appeal to him. “The supply services of the Army 
and the Navy report to me.” ** At the same time a Purchase 
Policy Committee was established consisting of the Director 
of Purchases of WPB and representatives of the War and 
Navy Departments and of other interested agencies to advise 
WPB on procurement policy matters.®® 

To clarify the relations between WPB and the services two 
letters were prepared, one signed jointly by Nelson and Pat- 
terson, Under Secretary of War, and the other by Nelson and 
Forrestal, Under Secretary of the Navy, each containing a 
statement of responsibilities of the WPB and the respective 
service. These were distributed widely to the staff of each of 
the agencies. The joint letter with the Army stated “The 
War Production Board gives general direction and supervision 
to the war supply system, formulates broad policies with re- 
spect to that system, makes the basic decisions on the alloca- 
tion of resources to the various parts of the supply system in 
accordance with strategic directives and plans, makes provi- 
sion for materials, services, tools, and facilities needed for the 
military effort and the civilian economy, and organizes in- 
dustry for war production.” The War Department “in ac- 
cordance and compliance with the policies and directives of 
the War Production Board, carries on its supply functions of 
research, design, development, programming, purchase, pro- 
duction, storage, distribution, issue, maintenance, and sal- 
vage.” 

23. See ihid.^ Part 12, pp. 5227-5231, testimony of Donald Nelson. 

24. Ibid.^ p. 5230. For the official history of the development of the relations 
between WPB and the services see CPA, Industrial Mobilization for War, p. 212. 

25. Ibid., pp. 524-526. 

26. WPB, General Administrative Order No. 2-23, reprinted in Hearings be- 
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The division between policy determination and adminis- 
trative responsibility was clear. WPB was basically respon- 
sible for policy, and the Purchase Pohcy Committee served as a 
meeting ground for discussion of common problems prior to 
determmation of policy by WPB. Folsom and Browning, as 
Nelson’s representatives, were expected to see that WPB poli- 
cies were implemented by the services. It was inevitable, how- 
ever, that Folsom and Browning should come increasingly to 
represent the interests of the Navy and War Departments. 
Although they introduced substantial reform in the services’ 
procurement systems, it is clear that from the spring of 1942 
WPB exercised decreasing influence over the services m 
matters of procurement. It became increasmgly divorced from 
operations. Although it possessed strong powers, it did not 
often exercise these powers in the face of strong objections 
from the services. Nelson has stated in retrospect, however, 
that he believes this decision to place his men in the services 
represented “. . . one of the best things I ever did as Chair- 
man of WPB . . .” 

The Purchases Policy Committee, later renamed the Pro- 
curement Pohcy Board and expanded to include representa- 
tives of the Treasury, Maritime Commission, Office of Price 
Administration, and the Smaller War Plants Corporation, 
served as an important meeting ground. Its chairmanship was 
held at all times by the representative of the War or Navy De- 
partment, and it came to be dominated by the services’ point 
of view. When its members could agree on policy recom- 
mendations, they were generally forthcoming from WTB. It 
is fair to say, however, that henceforth the WPB seldom exer- 
cised aggressively its power to modify the services’ pohcies 
or to coordinate their pohcies and procedures where they 
could not agree. By the faU of 1942 the Procurement Pohcy 
Division of WPB, the successor to the Purchase Division, 

fore Special Committee Investigating the National Defense Program, 77th Cong*, 
ist Sess., Part 12, pp. 5350-5353. This letter is reproduced in Nelson, op. cit.^ 
pp. 372-376. For letter signed by Mr. Forrestal see WPB, General Administrative 
Order No. 2-33. 

27. Nelson, op. ck., pp. 369-370. 
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was rapidly declining in importance.-® “Contract clearance 
[ within WPB] no longer existed; the Services apparently were 
not interested in using the technical advice of the commodity 
advisors . . WPB became increasingly concerned with 
the administration of the controlled materials plan and the 
services assumed increasing responsibility even on procure- 
ment policy matters. Centralized coordination of procure- 
; ment policies and procedures was weakening. Procurement 

coordination was coordination by consent. This was perhaps 
inevitable. Many policies had been thrashed out in the previous 
period. From the spring of 1942 on it became a matter of re- 

I finement of procedures and an adaptation of policies to 

changes in the war mobilization cycle. 

Procurement Organization of the Services 

This is not the place to give a detailed description of the 
procurement organizations of the services and their changes 
during World War II. But a brief description is necessary if 
the major implications of Nelson’s decision to leave procure- 
ment with the services are to be grasped. 

Procurement in the War Department was to a large extent 
decentralized, both functionally and geographically, al- 
though there were variations in the degree of geographical 
decentralization between the various technical services.®” 
Prior to the reorganization of the War Department in Feb- 
ruary, 1942, the chiefs of each of the eight Supply Arms and 
Services were responsible for the procurement of supplies for 
their respective organizations. In the exercise of their responsi- 
bilities they were subject to the general supervision of G-4 of 

28. CPA, Industrial Mobilization for War, pp. 521-527. 

29. WPB, Procurement Policy Division, History of Frocurement Folicies of 
the War Froduction Board and Fredecessor Agencies, 1^40-1^4$, p. 3. (WPB, 
Historical Records Files.) 

30. For more detailed description of the War Department organization for 
procurement see Army Industrial College, War Department Frevious to 1942 
(1946), “Study of Experience in Industrial Mobilization in World War IF’; 
Services of Supply, Annual Report, 1942, pp. 4-8; Production and Purchases 
Division, ASF, Fur chasing Folicies and Fractices, pp. 1-8, 52-93, 
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the War Department General Staff with respect to the deter- 
mination of requirements and to storage and distribution of 
supplies once they were acquired. They were also subject to 
the general supervision of the Assistant Secretary (later the 
Under Secretary) with respect to procurement. His super- 
vision was exercised by the issuance of Army Regulations, 
Procurement Directives, and Procurement Circulars and by a 
system of reports and review of procurement actions taken 
by the Supply Arms and Services. Moreover, certain con- 
tracts required approval by the Assistant Secretary prior to 
award. 

The reorganization of the War Department announced on 
March 2, 1942 provided for three commands, the Ground 
Forces, the Air Forces, and the Services of Supply (SOS). 
The name of the latter was subsequently changed to the Army 
Service Forces (ASF) Complete responsibility for procure- 
ment was vested in the Army Air Forces (AAF) and the 
Services of Supply, subject to the broad direction of the Under 
Secretary of War. The ASF, which had responsibility for 
procurement of all material except that peculiar to the AAF, 
was a highly decentralized purchase organization. All procure- 
ment was carried on by the seven technical services, which 
were the Quartermaster General, Ordnance, Engineers, 
Chemical Warfare Service, Signal Corps, Surgeon General, 
and Transportation. These were themselves decentralized to a 
greater or lesser extent geographically. The activities of the 
technical services were subject to the general supervision of 
the Purchases Division at Headquarters, ASF. The Purchases 
Division, which was a purely staff organization, exercised its 
supervision in several ways including the issuance of a new 
volume of Procurement Regulations, liaison with the techni- 
cal services by personal visits to their field procurement of- 
fices, and regular reporting on purchasing matters. In some 
matters Headquarters, ASF, reserved final authority to itself. 
Thus, all proposed commitments by the technical services in- 
volving $5,000,000 or more had to be approved by Head- 

31. War Department, Circular Nov59 (March 2, 1942). 
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quarters, ASF, before award. Moreover, the approval of 
Headquarters, ASF, was generally required before final ac- 
tions were taken involving the use of mandatory procurement 
powers or the granting of contract relief. By these various de- 
vices an attempt was made to coordinate the purchasing poli- 
cies of the various purchasing offices of ASF while maintain- 
ing decentralized responsibility for actual administration of 
procurement. 

The provision for independent procurement by the Army 
Air Forces created a special problem of coordination. The 
AAF was directly responsible on procurement matters to the 
Under Secretary. In order to coordinate the procurement poli- 
cies of the AAF and the ASF, the Under Secretary designated 
the Director of the Purchases Division, ASF, as the Under 
Secretary’s Special Representative “in clearing, approving and 
taking other action in respect to Army Air Force contracts, 
change orders, supplemental agreements ... to approve 
sales of Army Air Force equipment . . . and to approve 
new War Department Army Air Force contract forms and 
deviations from approved forms of Army Air Force con- 
tracts . . .” By this device the responsibility for coordina- 
tion of War Department purchasing policy was in effect 
placed upon the Director of the Purchases Division acting for 
the Under Secretary. “In the field of policy formulation and 
supervision, the experience of the Purchases Division with the 
Air Forces was exactly the same as that of the Army Service 
Forces.” 

Navy procurement was organized on quite different lines.®^ 
It was at all times highly concentrated geographically. Be- 
tween 80 and 90 per cent of all Navy contracts by dollar value 
were negotiated and awarded in Washington. Procurement 
responsibilities were divided between the Bureau of Supplies 

32. APR, par. 107.7, Memorandum from the Under Secretary to Col. A. J. 
Browning, June i, 1942. 

33. Production and Purchases Division, ASF, op. cit., P- 9u 

34. For more detailed description of the Navy Department’s organization for 
procurement see R. H. Connery, "‘Organizing the Navy’s Industrial Mobiliza- 
tion,” Tublic Administration Review, V (1945), 303-311. 
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and Accounts, the five technical bureaus (Aeronautics, Medi- 
cine and Surgery, Ordnance, Ships, and Yards and Docks), 
the Marine Corps, and the Coast Guard. The technical bureaus 
were responsible for procurmg the technical goods required 
by the Chief of Naval Operations, but prior to December 13, 
1942 the preparation, award, execution, and admmistration of 
most contracts were the responsibility of the Bureau of Sup- 
plies and Accounts. The technical bureaus were authorized to 
negotiate and administer contracts for only a limited number 
of items. This system has often been characterized as a cen- 
tralized procurement system. It might more appropriately be 
characterized as a system of divided authority. It has the fur- 
ther disadvantage of exaggerating the separation of the func- 
tions of purchase and design. With the rush to place contracts 
after Pearl Harbor this division of responsibility led to much 
delay and confusion. Consequently, on December 13, 1942, 
the chiefs of the bureaus were authorized to determine, sub- 
ject to the approval of the Under Secretary, which items they 
wished to purchase themselves and which items they wished 
to have purchased by the Bureau of Supplies and Accounts.®® 
The effect of this directive was that the bureaus took over the 
execution and administration of contracts on most technical 
items. Division of authority on much procurement was elimi- 
nated and functional decentralization of purchase operations 
accomplished. 

Coordination of procurement policies was accomplished 
through the Office of Procurement and Material (OP&M) , 
a staff organization responsible to the Under Secretary (later 
the Assistant Secretary) of the Navy.®® This office served in 
both a staff and operating capacity. Its control over procure- 
ment was exercised in several ways. It issued Navy Procure- 
ment Directives establishing general policies and procedures 

35. NPR, pars. 10,101-10,106, 

36. For discussion of the functions of the OP&M by its chief see Admiral 
S. M- Robinson, “Procurement and Production,” fuhlic Administration Review, 
V (1945), 317-322. See also United States House of Representatives, Committee 
on Naval Affairs, Report No. 2056, Investigations of the Progress of the War 
Effort, 78th Cong., 2d Sess. (1944) , pp. 132-137. 
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applicable to all bureaus. A staff of negotiators, responsible to 
OP&M, was recruited and placed in each of the principal 
bureaus, except the Bureau of Supplies and Accounts and the 
Bureau of Yards and Docks in Washington. These negotiators, 
who were technically business advisors to the contracting 
officers in the bureaus, assisted the bureaus in their negotiations 
and in some bureaus they in effect took over the purchasing 
functions in their entirety except for the actual signing of 
contracts. They also served as an effective line of communica- 
tion between the groups responsible for policy and operations. 
They carried top policy down to the operating level and 
brought problems experienced at the operating level up to 
the top for policy consideration. This group served then in a 
dual capacity, as an operating group and as a vehicle for propa- 
gating and testing policy. Another mechanism for coordinat- 
ing procurement policy was the Procurement Legal Division. 
It was responsible to the Under Secretary and had representa- 
tives assigned to the chief of each of the bureaus with responsi- 
bility for all legal problems pertaining to procurement.^'^ 

Finally, all proposed commitments for more than $200,000 
had to be approved prior to award by the Assistant Chief of 
OP&M in Charge of Procurement. A Contract Clearance Di- 
vision was established in OP&M to advise the Assistant Chief 
on these matters. The Contract Clearance Division served 
along with the negotiating and legal staffs as an important de- 
vice for effecting consistent policies and procedures in the 
bureaus. While the negotiating and legal staffs provided top 
level advice and assistance at the operating levels, the Contract 
Clearance Division provided a daily review of the operations 
of the bureaus and of OP&M staffs assigned to the bureaus.®® 

The procurement operations of the services were, then, 
highly decentralized. In both the War and Navy Departments 
purchasing was decentralized to the technical services or 
bureaus. In the War Department the procurement of the tech- 

37. Ibid., pp. 137-138. 

38. An excellent analysis of the work of the Contract Clearance Division is 
to be found in Eugene E. Oakes, History of the Contract Clearance Division. 
This study is on file with the Navy Department. 
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nical services and to a less extent of the AAF was further 
decentralized geographically. But decentralized purchase op- 
erations were subject to central control on policy matters. 
Coordination of purchase policy within the War and Navy 
Departments was effected through two high level groups, the 
Purchases Division, Headquarters, ASF, and OP&M. These 
were essentially staff organizations, although OP&M also per- 
formed operating functions in cooperation with the bureaus. 
The execution and administration of contracts remained at all 
times the responsibility of the contracting officer of the cog- 
nizant technical group, e.g., the Army Signal Corps, the 
Bureau of Ships, and the AAF. 

Coordination of policy between the War and Navy De- 
partments was effected through the close cooperation between 
the Purchases Division, ASF, and OP&M. There was continu- 
ous direct contact between these groups. The two key per- 
sons in these groups in 1 942 were Albert Browning, Director 
of Purchases and Special Representative of the Under Secre- 
tary, and Frank Folsom, Assistant Chief of OP&M in Charge 
of Procurement. They were Donald Nelson’s personal 
choices. These two, and their successors, acting together and 
through the Procurement Policy Board served increasingly 
as the central coordinating force on procurement after the 
spring of 1942. Coordination was by no means perfect either 
within or between the two departments. The effectiveness 
with which top policy was implemented varied as between 
various bureaus, services, and districts. The coordinating 
groups were essentially civilian organizations superimposed on 
well-established procurement organizations. Implementation 
of policy was the prerogative of the established organizations. 
Although newer coordinating groups had sufficient powers to 
make their views prevail, their effectiveness depended in large 
part not upon invoking their formal powers but rather upon 
their ability to aid, assist, and persuade the operating groups. 
On many issues when agreement could not be reached the 
various groups were left to go their own way. In spite of all 
the difficulties, the coordination of policy was surprisingly 
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effective. Moreover, there was a surprising amount of coordi- 
nation of policy effected through the cooperation of the 
various operating groups. This was particularly true in the 
case of the AAF and the Bureau of Aeronautics. 

A system of decentralized purchasing of this type inevitably 
raises the problem of competition between the various operat- 
ing units. The arguments for decentralized operations, how- 
ever, are strong. It is clear that a procurement organization of 
the magnitude required by modern war must be decentralized 
both geographically and functionally if the organization is 
not to become unwieldy. It seems equally clear that in the 
case of technical items effective procurement requires close 
cooperation between the technical personnel responsible for 
specifications and purchase personnel.®® The basic question is 
not one of centralization versus decentralization but rather of 
the particular type of decentralized operations under a cen- 
tralized policy control. The decentralized operations in effect 
during World War II reflected two basic factors: the division 
of responsibility between the services for military operations 
and the particular division of responsibility for material be- 
tween the technical services or bureaus within each service. 
As a result the same or similar items might be purchased by 
two or more bureaus or technical services. Even in the case of 
negotiated contracts this may lead to difficulties in as much as 
the seller can play off one purchasing officer against another. 
The purchasing officer is not in a position to know the total 
market situation for a particular item or a particular firm un- 
less he keeps in very close touch with other groups which are 
buying the same item or dealing with the same contractor. 

Despite many attempts to avoid competition by assigning 
procurement responsibility between the War and Navy De- 
partments and between the technical services and bureaus 
within each department, there were many instances of this 
type of rivalry during the war.^® Thus in the Navy in 1944 

39. For exposition of this view see pp* 33 and 231. 

40. This problem was dealt with at considerable length in a study undertaken 
by the War and Navy Departments in 1944. See Col. W. H. Draper, Jr. and 
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binoculars and cranes were bought by four different bureaus 
and radio tubes and watches were bought by three bureaus/^ 
Petroleum products were bought by the Quartermaster, the 
AAF, and the Bureau of Supplies and Accounts.^^ Incendiary 
bombs were purchased by Army Ordnance, and the Chemical 
Warfare Service.^® It should be pointed out, however, that 
much was accomplished during the war in the direction of 
establishing functionally centralized purchasing of common 
or similar items. From 1942 on most of the Navy’s subsistence 
requirements were purchased by the Army ** and from Sep- 
tember, 1942 most lumber was purchased by a Central Pro- 
curing Agency established within the Construction Division 
of the Corps of Engineers."’'^ Many other items were being 
purchased by one service for the other through arrangements 
which had been worked out between the operating groups.'*® 
Toward the end of the war arrangements were worked out for 
centralized purchasing of medical supplies and petroleum and 
for closer cooperation in the purchase of clothing and textiles. 

The purchase of the same or similar items by two or more 
services is only part of the problem which is subsumed under 
the heading “competition in procurement.” Rivalry in pur- 
chase of similar products is simply the limiting case of a more 
general phenomenon, rivalry for the use of a firm’s facilities. 
Many firms can and do produce a wide variety of items for 
military use. Moreover, in many cases their facilities are rather 
easily transferable from one product to another if the profit 
prospects make the transfer attractive. In such cases rivalry 
between groups responsible for the purchase of quite different 
items may be just as damaging to good procurement as rivalry 
between purchasers of the same or similar items. Even when 
facilities are not easily transferable, the purchasing policies of 

Capt. L, L. Strauss, Coordmation of Procttre?nent between the War and Navy 
Departments^ 3 vols. (Feb., 1945). 

41. Op. cit.y 11 , 59. 

42. Op. cit.^ n, 62 and in, 42. 

43. Op. cit.y II, 62. 

44. Op. cit.y III, i-y. 

45. Op. cit.^ Ill, 8-16. 

46. Op. cit.^ II, 63-68. 
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one buying office may have substantial effects upon others, 
since firms dealing with several services or bureaus will in- 
evitably try to induce all buyers to adopt the most favorable 
policies adopted by any.” 

47. For discussion of policies designed to deal with this problem see below, 
Chap. XII. 


VI 


OPA’S RELATION TO THE PRICING OF 
MILITARY PROCUREMENTS 

Determining the Price Administrator’s Authority 

Prior to Pearl Harbor little consideration appears to have 
been given to the relation between the proposed price controls 
and the prices on military procurements established by the 
services through contract.^ This is probably explained in part 
by the failure of the services to anticipate that price controls 
would be administered by a different agency from that re- 
sponsible for control of materials and production and that 
they themselves would not participate directly in this agency. 
Moreover, since the price controls imposed prior to Pearl Har- 
bor covered basic materials primarily, they had not impinged 
to any great extent directly on the services’ contracts. Finally, 
the services were still making the bulk of their purchases of 
price-controlled items in accordance with the peacetime sys- 
tem of competitive bidding, under which it might be assumed 
that all bids wmuld conform to existing ceilings. 

It was quite generally agreed that some type of price stabili- 
zation would be of great assistance to the procurement activi- 

I. In presenting the industrial mobilization plan to the War Policies Commis- 
sion in 1931, it was clear that General Mac Arthur, Chief of Staff, believed that 
the War Department would establish prices for “special supplies” and a civilian 
control agency would be responsible for prices for “general purchasing ” See 
House Doc. No. 163, 7zd Cong., ist Sess., p. 372. The plan apparently solved this 
problem by providing for a Price Control Commission on which the services 
were to be represented. The Price Control Commission was to be a quasi- judicial 
body to establish policies and methods which were to be administered by other 
wartime administrative agencies. “Representation of interested Government 
agencies on this committee is intended to insure complete cooperation and the 
elimination of conflicting action.” Industrial Mobilizatmi Pla 7 i (1936), p. 16. 
The services were to be responsible for developing contract forms and proce- 
dures such as would provide among other things an effective stimulus to produc- 
tion, protect the interest of the government, and prevent the contractor from 
making unreasonable profit. This mobilization plan was, of course, never put 
into effect. In 1942 the Price Administrator was given responsibility for adminis- 
tering the program as well as for determining policies. 
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ties of the services although the nature and limits of such con- 
trols were not usually specified.^ Prior to Pearl Harbor the 
Under Secretary of War had urged the passage of price stabili- 
zation legislation as an insurance of sustained morale on the 
part of civilian and military personnel, an aid to maximum 
production, and a prerequisite to effective procurement.® He 
emphasized that in the absence of price control procurement 
might be seriously retarded by speculative withholding of 
goods from the market, the interruption of production result- 
ing from strikes provoked by the rising cost of living, and 
hesitancy on the part of business to make long-term forward 
commitments. Moreover, it was recognized that effective 
price control would make the enforcement of priority con- 
trols easier by limiting the financial gains to be had from 
violating them.^ 

In view of the decision by Congress to give policy and ad- 
ministrative responsibilities to a single Price Administrator, 
the question of the scope of his authority over prices on con- 
tracts entered into by the services was bound to arise. The 
resulting controversy had two stages: the first in which the 
Price Administrator won from Congress undisputed responsi- 
bility for all prices, and the second in which he delegated to 
the services a substantial part of his authority for prices of 
specialized military procurement.'"* 

The first stage of the controversy was essentially concerned 
with the relative dangers of courting inflation through diffu- 
sion of responsibility for controlling prices and of delaying 
procurement through tying the hands of the procurement 
agencies in negotiating contracts. The bill drafted by the 

2. Leon Henderson and Donald M. Nelson, “Prices, Profits and Government,” 
Harvard Business Review ^ XIX (Summer, 1941), 390-391. United States House 
of Representatives, Hearings before Committee on Banking and Currency, 77th 
Cong., ist Sess., Frice Control Bill (1941), pp. 146-148. 

3. Testimony of Under Secretary of War Robert P. Patterson, ibid,, pp. 1519- 
1523. 

4. See statement of Bernard Baruch, ibid,, p. 992, 

5. For much light on the history of the negotiations incident to this contro- 
versy the author is indebted to the excellent History of the Liaison Relationship 
between the Navy Department and the Office of Price Administration prepared 
by Lt. Cdr. Chester H. Clemens. This study is on file with the Navy Department. 
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House of Representatives in the fall of 1941 provided that a 
single Price Administrator should have complete authority 
over all prices and that any contractual arrangement of the 
services to pay a price higher than the ceiling price established 
by him, whether entered into before or after the effective date 
of the ceiling price, should be invalid and unenforceable.® On 
December 10, 1941 the Under Secretaries of War and of the 
Navy in a joint letter to the Chairman of the Senate Banking 
and Currency Committee protested that these provisions “will 
have the effect of taking away from the Services the present 
statutory powers of these Departments to make firm con- 
tracts.” They recommended that the bill be amended to pro- 
vide that no action of the Price Administrator should “affect 
any contract heretofore or hereafter entered into by the War 
or Navy Departments, or subcontracts thereunder, or pur- 
chases of materials, or supplies required for the performance 
of such contracts or subcontracts, unless the head of the 
respective Department shall have concurred in the adop- 
tion. . . .” 

In a letter to the Senate Banking and Currency Committee 
in reply to this request Mr. Henderson stated that “'u;^ cannot 
let price considerations prevent our getting needed equipment. 

, . . the Price Administrator, like everyone else, is going to 
gear his program to the needs of the Army and Navy.'’’ He 
pointed out that in accordance with the President’s wishes he 
had not in the past concerned himself with the prices of 
“tanks, cannon, armored vessels, bombers.” He was con- 
cerned, however, with the prices of “hundreds of basic com- 
modities and articles which are the very substance of the 
entire economy” such as metals, chemicals, fats and oils, fuel, 
machinery, textiles, lumber and building materials and which 
the services obtained directly or indirectly through sub- 
contracts. “If the Army and Navy, and possibly other agen- 
cies, can pay higher prices and authorize their contractors and 

6. H.R. 5990, 77th Cong., ist Sess., sec. 206. 

7. Letter from Robert P. Patterson and James V. Forrestal to Senator Robert F. 
Wagner, December 10, 1941, 
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sub-contractors to pay higher prices, then both the priorities 
program and the anti-inflation program are endangered.” ® 

In a subsequent letter to the Senate Banking and Currency 
Committee the services insisted that the issue was essentially a 
choice between division of responsibility for procurement and 
division of responsibility for price. . . just as Mr. Hender- 
son is confident he will not disturb our military program, we 
are even more confident that we will not disturb his economic 
program.” The services expressed willingness to modify their 
former position and agreed that price regulations should apply 
to military procurements except in cases where the Secretary 
of War or of the Navy should certify in writing to the Price 
Administrator “that the exemption of such sale is essential to 
the defense of the United States against her enemies.” ® It is 
significant that at no point in the controversy was there any 
claim that existing price controls had in any ^^^’•ay given trouble. 
Eventually the Secretaries of War and of the Navy appealed 
the issue jointly to the President, who turned down their ap- 
peal. “It is absolutely imperative that final authority [over 
prices] be vested in one person, and the Army and Navy 
must conform as well as everybody else.” 

Delegation of Price Responsibilities to the Services 

The principle of single responsibility for all prices was in- 
corporated in the Emergency Price Control Act of 1942,^^ 

8. Letter from Leon Henderson to Senator Prentiss M. Brown of the Senate 
Banking and Currency Committee, December 1 1, 1941. 

9. Letter from Robert P. Patterson and James V. Forrestal to Senator Prentiss 
M. Brown dated December 16, 1941. 

10. Memorandum from President Roosevelt to the Secretary of War and the 
Secretary of the Navy, December 20, 1941. In the Senate debate Senator Brown 
made it clear that the bill gave the Price Administrator responsibility for prices 
of military procurements. . . nothing in the bill would prevent tlie Adminis- 
trator, as a theoretical matter, from fixing the prices of articles which the Gov- 
ernment buys as under contract. But as a practical matter, since the general public 
is not concerned with the price of planes and tanks, it is not expected that the 
Administrator will exercise authority in such fields. By fixing the prices of the 
commodities which go to make up the articles the Government buys, the prices 
of these articles will be kept down.*' 88 Cong, Rec. 55-56. 

11. 56 Stat. 29, sec. 201. 
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but it was another nine months before a modus vivendi 
worked out by which the Price Administrator redelegated a 
substantial part of his responsibility over prices on military 
procurements to the services. At the time of the passage of the 
act the controlled items which were of immediate concern to 
the services were few. But as controls were extended more 
rapidly and particularly with the issuance of the General 
Maximum Price Regulation (GMPR) in April freezing most 
prices at their March level/^ the second phase of the contro- 
versy began. 

For several months OPA made a series of concessions to the 
services. At the time of the issuance of the General Maximum 
Price Regulation the services requested exemption of most 
items which they purchased directly and of their various parts 
and subassemblies.’^® The Office of Price Administration 
(OPA) recognized that the pricing standards of GMPR were 
not well tailored to deal with military equipment. Costs on 
such equipment are uncertain and frequently subject to change 
because of changing specifications and often abrupt changes 
in the rate of output. In view of its preoccupation with the 
tremendous task of promulgating, explaining, and perfecting 
GMPR, OPA decided “to exempt from price control for the 
time being all finished assemblies of combat items and the parts 
and subassemblies thereof, with the exception of those parts 
and subassemblies which were already under control.” This 
was accomplished by providing that the regulation should not 
apply to sales or deliveries of such goods and services to the 
government or to such transactions as might be specified sub- 
sequently by supplementary regulations.^® Supplementary 
Regulation No. 4 originally issued on May 13, 1942 exempted 
a large group of military items such as aircraft, ammunition, 
artillery, bombs, projectiles, small arms, ships, boats, tor- 

12. 7 F.R. 3153 (April, 1942). 

13. ASF» Annual Report, 1943, p. 28. OPA, Second Quarterly Report, pp, 
39 - 45 - 

14. Ibid., p, 39. 

15. 7 F,R, 3155, sec. 1499.10 (April, 1942). 
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pedoes, fire control, equipment, armed vehicles, and the com- 
ponent parts and subassemblies thereof.^® 

Emergency purchases,^'^ secret contracts,^® and develop- 
mental contracts w^ere likewise exempted by Supplemen- 
tary Regulation No. 4 and by other regulations dealing with 
specific products including the very important regulation cov- 
ering machinery products.®® In order to relieve procurement 
officers of the civil and criminal penalties of the Emergency 
Price Control Act of 1942 in the event that they purchased at 
higher than ceiling prices, the war procurement agencies and 
their contracting and disbursing officers were specifically ex- 
empted from these penalties.®^ OPA concluded that it would 
be sufficient to have contractors selhng to the procurement 
agencies liable in case ceihng prices were violated.®® As an- 
other step to facilitate military procurement, Procedural 
Regulation No. 6 was issued July i, 1942 providing a special 

16. 7 F.R. 3724 (May, 1942). This Supplementary Regulation was revised and 
amended from time to time and subsequently incorporated into Supplementary 
Regulation No. i to the General Maximum Price Regulation on April 16, 1943. 
See 8 F.R. 4982. 

17. “The exemption for ‘emergency purchases’ . . . was prompted by a frank 
recognition that agencies of the Government may be faced with emergency situa- 
tions, requiring immediate delivery which can be accomplished by the seller only 
at substantially increased costs. The need may be so acute that the seller would 
not even have time to apply to the Office for an adjustment in his price.” OPA, 
Second Quarterly Report, p. 43. An emergency purchase was generally defined 
as one where the service certified that it was “imperative” to secure the item 
and “it was impossible to secure, or unfair to require immediate delivery or per- 
formance at the applicable maximum price.” See Maximum Price Regulation No. 
136, section 23 (7 F.R. 5053, July, 1942) and Supplementary Regulation No. 4 to 
the General xMaximum Price Regulation (7 F.R. 3724, May, 1942). In such cases 
the regulations usually called for filing with OPA a brief statement of the facts 
of the case subsequent to the purchase. 

18. In the case of secret contracts it was only necessary for the services to ad- 
vise OPA of the number or other identification of the contract. 

19. A contract was generally deemed to be for a developmental product dur- 
ing the period required for stabilization of specifications by the purchaser or for 
the accumulation of sufficient production experience by "the supplier to enable 
him to make a fair estimate of his costs. In these cases the service was required 
to certify in writing that the contract was experimental. OPA was empowered 
to make a finding after consultation with the appropriate agency that the period 
necessary for development had expired. 

20. Maximum Price Regulation No. 136 (7 F.R. 5047, July, 1942). 

21. Supplementary Order No. 7 (7 F.R. 5x76, July, 1942). 

22. OPA, Second Quarterly Report, p, 43. 
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procedure for the upward adjustment of prices in cases where 
anyone holding or proposing to hold a prime contract or sub- 
contract believed that an established maximum price “impedes 
or threatens to impede production of a commodity which is 
essential to the war program.” After filing an application 
for upward revision of his ceiling price with OPA the con- 
tractor was free to contract with the procurement agencies at 
any price up to the new ceiling which he had requested of 
OPA. If the application were denied by OPA in whole or in 
part, however, the contract price would be revised downward 
to the maximum price finally established. This regulation was 
designed to aid the services in situations where a ceiling price 
might not provide sufficient incentive to a particular pro- 
ducer because of his exceptionally high costs or low price 
ceiling. 

Despite these various steps designed to facilitate the work 
of the procurement agencies, OPA was clearly moving fur- 
ther and further into the control of prices of military goods. 
“As of midsummer, 1942, 135 of the 200 specific maximum 
price regulations of OPA included some articles sold on prime 
contracts with the war procurement agencies or on sub- 
contracts thereunder. With the added coverage of the GMPR 
the following categories of products consumed by the Services 
and other war agencies and commodities entering into their 
production were subject to price control by OPA: basic ma- 
terials, such as the metals, lumber, building materials, textiles, 
rubber, chemicals, fuels; most quartermaster supplies — ap- 
parel and other textile items, drugs and pharmaceuticals, furni- 
ture, bedding, refrigerators, stoves, china, silverware, and 
other consumer durable articles, rubber and paper products; 
machinery; and a substantial range of parts and subassemblies 
of combat equipment and merchant ships. The principal area 
of exemption was finished combat equipment and ships and a 
large portion of the parts and subassemblies thereof.” 

The services became increasingly concerned over this 

23. 7 F.R. 3087 (July, 1942). 

24. OPA, Second Quarterly Report^ p. 44. 
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gradual extension of controls. The machinery regulation fim 
issued in April but later postponed until July had made the 
services apprehensive. This regulation covered many items 
purchased by the services directly or indirectly such as gaso- 
line, steam and diesel engines, including marine engines; me- 
chanical and electrical instruments used in aircraft, ships, and 
laboratories' pumps and compressors; industrial and marine 
power boilers; chemical manufacturing machinery; construc- 
tion equipment; nonagricultural tractors; and radio and radar 
equipment. On the other hand OPA became increasingly fear- 
ful that the rise in profits in the field of aircraft and military 
vehicles would provide a powerful incentive to wage demands 
which wmuld be communicated throughout the economic 
system.^*'^ OPA announced as early as May that imstandard- 
ized military equipment would soon be brought under con- 
trol, and discussions were begun on proposed regulations 
covering aircraft and military vehicles. 

These proposed regulations were the occasion for reopen- 
ing the controversy over the scope of OPA controls in 
of military goods. They represented an extension of OPAs 
activities beyond that which Senator Prentiss Brown had in- 
dicated probable when defending the proposed price-control 
legislation on the floor of Congress.®® On July 23, 1942 the 
Under Secretary of "War and the Under Secretary of the 
Navy, asserting that the proposed regulations were delaying 
production, requested the Price Administrator to exempt all 
war goods from price regulations.®® 

The crux of the issue in this second stage of the argument 
was whether price stabilization in the civilian goods area 
could be effective so long as the services were free to deter- 
mine prices on military purchases themselves. OPA argued 
that the services lacked the techniques to control prices on 

25. hoc. cit, 

26. The New York Times, May 28, 1942, p. 25. 

27. The Wall Street Journal, July 8, 1942, p, 5. 

28. See above, p. 68, note 10* ^ 1 t 

29. Memorandum from Robert P, Patterson and James V. Forrestai to Leon 

Henderson, July 23, 1942, 
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military goods effectively and that unduly high prices in the 
military goods area would contribute materially to inflation of 
wages and eventually of prices of civilian goods. Such an out- 
come, it was agreed on both sides, would destroy the morale 
of civilian and military personnel alike and would interfere 
with the objective of maximum production. 

The services’ counter-arguments were fourfold. First, they 
argued that prices of war goods, unlike civilian prices, could 
not contribute to inflation directly, but only indirectly 
through increased distribution of profits and wages. The dis- 
tribution of profits, they argued, would be controlled by re- 
negotiation and taxes. Wages, they implied, should be brought 
under control by a separate government policy. Second, they 
maintained that the nature of military procurement was such 
as to make effective and workable control of prices by OPA 
impossible. Third, they argued that the uncertainty and di- 
vided authority over procurement incident to such controls 
by OPA would impede production and procurement. Finally, 
through better procurement and renegotiation and with the 
aid of new wage controls the services claimed they were 
equipped to control prices of military goods themselves. 

After much discussion and the introduction of a bill in Con- 
gress which would grant such exemption the Price Adminis- 
trator finally acceded to the request of the services.®^ He did 
so with great reluctance, swayed perhaps by the consideration 
noted later by one of his assistants that “if we blunder in the 
civilian goods area, some civilians may be inconvenienced, but 
if we blunder in the war goods area, some American boys may 
be killed.” In spite of his reservations, the Price Adminis- 

30. The Nevj York Times^Aug. 14, 1942, p. i. 

31. Ibid.j Nov. 15, 1942, sec. Ill, p. 6. 

32. Statement by Mr. J. Philip Wernette, the first War Goods Price Coordi- 
nator of OPA. See OPA, A Manual of Frice Control; Lecture Series, Delivered 
at the Training Fro gram for Frice of the Office of Frice Administration (1943), 
p. 95. Dr. J. K. Galbraith who was Deputy Administrator for Price has recently 
stated, “F or some months prior to the agreement with the War and Navy De- 
partments I had been growing increasingly uneasy about efforts to control the 
prices of war goods. I was influenced partly by the fear of the blood-spattered 
criticism we would experience did it ever appear that price controls were de- 
laying the production of arms but I also had begun to doubt that control in this 
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trator agreed to refrain from further extension of maximum 
price control in the area of strictly military goods with the 
understanding that the services would use their powers as 
effectively as possible to control both prices and profits in 
the exempted area so as “to prevent unnecessary growth in 
the public debt, unnecessary expenditure of the public funds, 
and indirect inflationary effects on prices in the civilian goods 
area.” The services also agreed to furnish OPA with infor- 
mation on prices and procedures adequate to appraise the ef- 
fects of their controls.®'* 

The general position resulting from this agreement is best 
summarized by an OPA staff memorandum: 

1. In general, the areas of OPA control and of exemptions are to 
remain as they were in September. That is, those military com- 
modities, parts subassemblies, and materials that were subject to 
OPA control, remain subject, those that were exempted continue 
exempted. 

2. Commodities then under the General Maximum Price Regula- 
tion may be brought under specific maximum price regulations. 
Military goods exempted from GMPR will not be brought under 
control, except in moving toward the line of demarcation. 

3. Maximum prices then in effect may be changed. 

4. A line of demarcation of authority is indicated. In general, the 
Office of Price Administration will refrain from further extension 
of price control over all sales of commodities which are in such 
form that they will be used only for military purposes, except the 
sale made by the manufacturer who is the first to put the com- 
modity into such form. This is to be interpreted, in general, to 
mean only the first stage of processing, counting from the raw 
material up toward the finished product. 

field had any close bearing on the problem of inflation, Mr. Henderson, although 
formally committed to the use of price controls in this area, had, I believe, more 
than passing sympathy for this view.” “The Disequilibrium System,” American 
Economic Review, XXXVII (June, 1947), 299, note 17. The threat of OPA con- 
trols over aircraft in the summer of 1942 is credited with helping to prevent 
substantial prospective wage increases in the Pacific Coast aircraft industry. 
T. J, Kinsella, tVar Frocurefnent and OF A, “OPA Historical Study” (unpub- 
lished), pp. 29-30. 

33. Letter from Leon Henderson to Robert P. Patterson and James V. For- 
restal, September 16, 1942. 

34. Letter from Robert P* Patterson and James V. Forrestal to Leon Hender- 
son, October 13, 1942. 
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5. The line of demarcation is very similar to the status of control 
authority as of September. There is no general policy to move to- 
ward the line either way; any instance of such extension or dim- 
inution of OPA control is to be decided on its merits, after com- 
munication with the Services concerned.®® 

This general division of responsibility was maintained 
throughout the war. Although it proved impossible to work 
out a precise line of demarcation, changes in the respective 
responsibilities were worked out in individual cases as the need 
arose.®® OPA estimated that at least 70 per cent of its maximum 
price regulations applied in some degree to war goods.®’^ On 
the other hand it has been stated that more than 60 per cent 
by value of the War Department’s prime contracts were ex- 
empt as a result of the agreement during the years 1943 and 
1944.®® Despite the development of black markets for some 
items purchased by the services, “the evidence indicates that 
violation of OPA ceiling prices by these agencies is negligi- 
ble.” Many problems faced by the services in the area of 
controlled goods were handled by affording the services spe- 
cial treatment under the regulations. In some cases where the 
regulations had made it less profitable to sell to the services 
than to others, it was necessary to raise the prices on sales to 
the services so that they could compete. Likewise in the spring 
of 1945 textile procurement was threatened due to the fact 
that costs were rising more rapidly than ceiling prices could 
be adjusted. Consequently, textile procurements were ex- 
empted from control by an order which permitted the War 
Department to pay higher than ceiling prices in accordance 
with OPA standards.^® 

3 5. OPA Staff Memorandum from J. K. Galbraith re “Division of Authority 
over Prices between the Office of Price Administration and the Armed Services ” 
Dec. 15, 1942. 

36. ASF, Annzial Report^ 1943, p. 29. For general statement of the spirit in 
which OPA handled the problem see the statement by Wernette in OPA, A 
Manual of Frice Control f-pp. go-gg. 

37. Ibid., p. 94. 

38. ASF, Annual Report, 1944, p. 119; 1945, p. 215. 

OFA, A Manual of Price Control^ 

40. 10 F.R. 2683 (March, 1945). ASF, Annual Report, 1945, p. 215, 
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Pricing of Military Procurements 
Effectiveness of Arrangements 


The price and wage stabilization programs of OP A and the 
War Labor Board (WLB) together with the arrangements 
worked out between the services and OPA did much to facili- 
tate procurement and effective pricing of military goods. The 
over-all effect of the arrangements between the services and 
OPA was to place the services in a preferential position to bid 
for resources.^^ While the prices of civilian products were 
rigidly controlled, prices on major military items purchased 
on prime contracts were exempt from OPA controls. This 
meant that the services were in a position to make it financially 
advantageous for contractors to take military contracts. Like- 
wise in the case of purchases by the services of goods subject 
to OPA controls the individual price adjustment procedure 
provided by Procedural Regulation No. 6 and many other 
special arrangements were designed to place the services in a 
preferential position. These arrangements working unthin 
the context of over-all production and material controls fa- 
cilitated the diversion of resources to necessary military pro- 
duction with the minimum use of compulsory orders directed 
at specific contractors. Used injudiciously such arrangements 
might have disrupted production and material controls, but 
used judiciously they simplified the administration of such 
controls. 

The arrangements effected with OPA also aided the serv- 
ices in the negotiation of reasonable prices on their prime 
contracts. The stabilization of wage rates by WLB, together 
with the stabilization of the prices of raw materials, semi- 
manufactured products, and numerous component parts fa- 
cilitated contractors’ production planning by stabilizing their 
costs. This made it easier for the services in cooperation with 
industry to estimate costs on prospective contracts and nego- 
tiate reasonable prices. 

The contribution which OPA made by controlling prices 

41. Galbraith, Americm Economic Review, XXXVII, 299. 
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on subcontract purchases of many basic materials, standard 
commercial items, and component parts was a substantial one. 
The services found it difficult at all times to control the prices 
paid for such items by prime contractors to subcontractors, 
sub-subcontractors, etc. In the case of CPFF contractors the 
services were sometimes able to scrutinize purchase prices on 
subcontracts. In other cases the services brought pressure di- 
rectly on fixed-price contractors to negotiate reasonable prices 
on subcontracts. In still other cases the services proceeded 
against subcontractors directly to induce them to reform their 
price policies. But these attempts by the services to insure 
reasonable prices on subcontract purchases did not become 
effective until the war was well along, and at no time did they 
come close to covering the bulk of major subcontract pur- 
chases.^” There is no doubt, therefore, that OPA made a sub- 
stantial contribution in this field to the control of costs on 
military contracts. There was some tendency for OPA ceiling 
prices to become floors as well as ceilings even where the ceil- 
ing prices were unreasonably high in view of the large wartime 
volume. But it is unquestionably true that contractors’ costs 
of materials and supplies were controlled much more effec- 
tively than they would have been if exempted from OPA 
controls. If wage stabilization had been instituted earlier and 
the success of price stabilization on materials and supplies had 
been foreseen, many of the prices negotiated by the services 
early in the war might have been more moderate. 

There seems to be a consensus that these various arrange- 
ments with OPA were generally satisfactory to the services. 
No serious charges of delays or interference with production 
have been made. The most serious problems seem to have 
developed with reference to items bought by the Quarter- 
master, many of which were subject to OPA controls. How- 
ever, the official history of the Quartermaster Corps concluded 
that “serious bottlenecks frequently arose, but in most cases, 
necessary relief was obtained without undue delay of essential 

42. See below, pp. 189-191, for furth'er discussion of the problem. 
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procurement.” One of the Navy’s liaison officers has stated 
that “in no single case presented to the OPA Liaison Section 
during 1944 and 1945 did the Navy fail to obtain the goods in 
question nor was there a single case where use of the manda- 
tory powers were necessary.” The Purchases Division, 
ASF, has stated that “ceiling prices have had a profound effect 
upon War Department Pricing. . . . The negotiating of firm 
prices, which in so many instances in World War I w^as im- 
possible, because of the instability of raw material costs, has 
in this war been possible, as a result of the stabilization of the 
general price level. In addition to all the usual business ad- 
vantages resulting from a stabilized level of prices, tremendous 
savings accrued to the benefit of the War Department ... 
particularly at the lower level of the industrial processes where 
prices are beyond the control of the War Department.” 
Moreover, at the time of the extension of the Emergency Price 
Control Act in 1944, the Secretary of War and the Secretary 
of the Navy each testified that price control had benefited the 
services through sustaining the morale of military personnel, 
saving billions of dollars, and helping to insure full and unin- 
terrupted production for military needs.^® 

Procedural Regulation No. 6 for adjusting prices of war 
contractors where a ceiling price was so low as to threaten 
production seems to have been administered to the general 
satisfaction of all. It should be noted that a contractor W'as en- 
titled to more liberal relief on war goods under this procedure 
than he could receive under the corresponding procedures on 

43. Harry B. Yoshpe, Production Control in the Quartermaster Corps/ 2 
2^44 (1944), “Quartermaster Corps Historical Studies,” No. 8, p. 71. 

44. Lt. M. H. Blackshear, Effect and Assistance of OTA Trice Control on Navy 
Trocurement, p. 14. This study is on file with the Navy Department. 

45. Production and Purchases Division, ASF, Purchasing Policies and Practices^ 
pp. 219-220. 

46. United States House of Representatives, Hearings before Committee on 
Banking and Currency, 78th Cong., 2d Sess., Extension of the Emergency Price 
Control Act of 2^42 (1944) , pp. 875-879. See also statement of Frank Knox, Secre- 
tary of the Navy, to United States Senate, Hearings before Committee on Bank- 
ing and Currency, 78th Cong., 2d Sess., Extension of the Emergency Price Co?!- 
trol Act of 2^42 (1944), pp. 629-633. 
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civilian goods. The criteria for relief were briefly as follows: 
if the contractor’s current over-all earnings before taxes ex- 
ceeded II 5 per cent of his base period average earnings, OP A 
would grant an adjustment calculated to cover his manufac- 
turing costs with full factory overhead, but without allowance 
for selling, administrative, and general overhead expenses; if 
current over-all earnings before taxes were between 100 and 
1 1 5 per cent of his base period average, OPA would grant an 
adjustment to cover total costs of manufacture and sale; and if 
current over-all earnings were less than his base period aver- 
age, OPA would grant an adjustment covering total costs plus 
a reasonable profit.^’^ 

The War Department reported that in 1944 only about 85 
suppliers encountered major price difficulties under OPA 
regulations which called for individual treatment under Pro- 
cedural Regulation No. 6 or by other methods.^® In 1945 only 
75 suppliers sought relief.^® In commenting upon the Navy’s 
experience under the adjustment procedure one officer re- 
sponsible for liaison with OPA stated, “It is perhaps accurate 
to say that although processing delays by OPA were incon- 
venient and annoying they did not significantly delay pro- 
curement.” 

The Problem Reconsidered 

It is appropriate to reconsider the merits of the Price Ad- 
ministrator’s claims in 1942 concerning the indirect inflation- 
ary effects of uncontrolled military pricing and the inability 
of the services to exercise effective controls. Although the 
following chapters will throw light on these matters, several 
comments may be appropriate here. In the first place the Price 
Administrator was correct in arguing that renegotiation and 
excess profits taxation alone could not be effective in con- 

47. Kinseik, p. II. 

ASF ^Annual Report, 

49. Ibid., 1945, p. 215. 

50. Blackshear, op. cit., p. 15. 
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trolling inflation since they were effective only in recouping 
profits arising from prices which had already risen.®^ They 
could be effective only if buttressed by control of wages and 
of basic material prices and by effective incentives to effl- 
ciency. So long as wages were not controlled OP A was clearly 
correct in stressing the possibility that unreasonable prices 
on military goods would induce inflation in the civilian econ- 
omy. Such prices on military goods might well have produced 
an inflation of wages offered by government contractors and 
this wage inflation in the military goods area would surely 
have led to increased wages and prices in the civilian goods 
area. Reasonable control of prices of military goods, however, 
would have served as a deterrent to wage increases in the mili- 
tary goods area. 

Clearly such indirect control of wages is not wise as a long- 
run measure in times of a ma)or war, and in most cases it is not 
even wise as a stop-gap in the early periods of mobilization. 
Granted that wages were not under direct control in the sum- 
mer of 1942, however, an attempt to prevent the indirect in- 
flationary effects of poor pricing on military purchases might 
be justified. 

By the fall of 1942 wages as well as prices and profits were 
under control.®^ Thereafter the crux of the matter lay in the 
question as to whether OPA or the services were better 
equipped to control prices so as to provide positive incentives 
to industry to conserve manpower and material. 

The most effective way to promote efficient production 
was clearly through careful pricing by the services. OPA con- 
trols were not well designed for this purpose. In the case of 
aircraft and military vehicles OPA proposed formula pricing 
which would have required the contractor to compute his 
maximum price on the basis of (a) labor rates as of some base 
date, (b) material prices as of a base date or at current rates, 
and (c) the price-determining method actually used by him 
on the base date. This type of formula pricing might have 

51. See below, Chap* XI. 

52. Executive Order No. 9250, 7 F.R. 7871 (Oct, 1942). 
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acted as a deterrent to indirect inflation of wage rates and ma- 
terial prices. But it would not have provided an incentive to 
efficiency in the use of labor and material. Moreover, under 
the price-determining methods used by many manufacturers 
by which burden or overhead are figured as a percentage of 
material or labor cost, this formula would have failed to insure 
that prices to the services reflected the economies of mass pro- 
duction. Consequently, I believe that negotiation of prices by 
the services in such cases held forth greater promise both in 
induchig efficiency and in eliminating the excessive profits 
incident to increased volume than the proposed formulas of 
OPA.®® OPA was never able to establish a general policy of 
lowering prices to limit profits resulting from the increased 
volume incident to the war. Moreover, to subject contractors 
to controls by both the OPA and the services would have in- 
volved industry in keeping duplicate records. 

Although it appears that the final division of responsibility 
proved satisfactory to both OPA and the services and that 
OPA’s argument for control of the prices of military goods 
were not very persuasive under the conditions prevailing in 
the fall of 1942, it is not intended to imply that the division of 
authority was in all respects ideal. As has been indicated the 
services w'ere not conspicuously successful in their attempts to 
induce contractors to negotiate close prices on their purchases 
of many subcontract items. Although OPA ceilings were 
often the only protection against serious inflation of such 
prices, it was clear that in many cases OPA ceilings were un- 
duly high since they were based on peacetime volume. The 

53, A. J. Kress in a study for the Army Industrial College states that the 
services and OPA “found it quite possible to work together toward a common 
end.” (Army Industrial College, Contract Pricing: Principal Developments^ 1946, 
“Study of Experience in Industrial Mobilization in World War II,” p. 49,) Also 
T. J. Kinsella has stated that “in view of the initial position of the agency [OPA] 
in using the selective type of control, had wage stabilization been achieved sooner 
in the war effort OPA’s attempt to establish over-all procurement price controls 
would not have been justified. In no case would OPA price controls have elimi- 
nated the need for military renegotiation and repricing of contracts, for even 
under OPA ceilings efficient expanded productions would have required reduc- 
tion in prices which only renegotiation and repricing by procurement ojffiicers 
would have achieved effectively.” Op, cit,^ p. 52. 
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objective of the services was to arrive at prices below OPA 
ceilings which reflected the increased wartime volume. The 
services would have been materially aided in such cases if 
OPA had been able to reprice downward on an industry-wide 
basis certain of these items. This, of course, raises the basic 
problem of the differences in the pricing standards which 
were applied by OPA and the services, about which more will 
be said below.®^ 


54. See below, pp. 97-10 r. 
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DEVELOPMENT OF PURCHASING POLICY; 

WORLD WAR II 

With the approach of the emergency in 1939 the services 
were with some limited exceptions committed to purchasing 
by the competitive bid system. This meant that the criterion 
both for selecting the sources for military production and for 
determining prices was the minimum price received as the re- 
sult of public advertising for competitive sealed bids. As has 
been indicated in Chapter III this procedure is unduly re- 
strictive even for peacetime. In a major war it is completely 
impossible. The industrial mobilization plans of the War De- 
partment had contemplated a shift to the negotiated contract. 
When the emergency came, however, the industrial mobiliza- 
tion plan was sidetracked. 

It took about two and one half years to move from our 
prewar peacetime system to the thoroughgoing system of 
negotiated contracts which was finally adopted in the full tide 
of war. During this period the purchasing pohcies of the serv- 
ices went through a gradual evolution guided in large part by 
the group which Donald Nelson brought into WPB and later 
transferred to the services. These men brought their wide ex- 
perience in industrial purchasing practices to bear upon the 
problems of military procurement. Their efforts supple- 
mented by the efforts of many others including economists, 
lawyers, accountants, and representatives of other business 
groups gradually shaped a workable system of procurement. 
In part the gradual changes in policies reflected changes in 
the political environment. From 1939 until Pearl Harbor our 
national objectives were not clear. The reality of the threat of 
war and the part which we might take in it were uncertain. 
The administration moved cautiously toward mobilization. It 
was necessary to accommodate mobilization procedures to a 
series of conflicting purposes. In part the slow evolution of 
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policy reflected adjustment to basic differences in the various 
phases of the procurement cycle and in the surrounding con- 
texts of other controls. Until the middle of 1942 the dominant 
problem was that of converting resources to war but the tac- 
tics used to effect industrial conversion \vere quite different 
before Pearl Harbor when our purposes were still in doubt 
from what they were after Pearl Harbor when the issue of 
war was no longer in doubt. After 1942 the problem became 
primarily one of insuring the smooth flow of labor and ma- 
terials to industry and the efficient use of these materials in 
production. By this time the accompanying controls of ma- 
terial flows, prices, wages, and manpower were approaching 
full development. It is not surprising, therefore, to find that 
purchasing and pricing policies were subject to a continuous 
evolution and that the functions served by price and the rel-. 
ative importance of price as an active instrument of control 
changed as mobilization progressed. 

This chapter seeks to trace the transition to the negotiated 
contract and the development of pricing policies. It must be 
recognized, however, that there was a parallel concern by the 
Congress and the services with the profits received from mili- 
tary contracts as distinct from prices paid. At times the con- 
cern with profits and their control through taxation and re- 
negotiation overshadowed the concern with the negotiation 
of reasonable initial prices. The development of policy with 
reference to profits is discussed below in Chapter XL In our 
discussion of pricing, however, it must be recognized that tax- 
ation and renegotiation of profits were implicitly, if not ex- 
plicitly, a part of any contract with the armed services. All 
attempts by the services to develop incentive prices on initial 
contracts were affected by the expectations as to the effects of 
taxation and renegotiation upon the final outcome. 

Transition to the Negotiated Contract 

The adoption of the negotiated contract in place of the con- 
tract awarded by formal competitive bidding represented the 
greatest single step in the development of procurement poll- 



Purchasing Policy: World War II 85 

cies during the war. The transition, however, was made slowly 
and with evident reluctance. Mobilization plans were not clear 
concerning the extent to which competitive bidding should 
be abandoned. Moreover, to the extent that they called for use 
of the negotiated contract they contemplated extensive ac- 
counting checks which are not feasible in a major war. ^ In 
several instances, particularly aircraft procurement and edu- 
cational orders, it had been recognized that even in peacetime 
the usual procedures of competitive bidding were inapplicable 
because of the need for selectivity in choosing suppliers." But 
even in these cases the procedures adopted were to be con- 
sidered more in the nature of selective competition than of 
selective negotiation. Little had been done to provide for the 
adoption of the business-like purchasing procedures which 
a major war requires. 

With the approach of war Congress began to make specific 
legislative exceptions to the competitive bid statute in response 
to the requests of the services. In early 1939 the War Depart- 
ment requested changes in procurement legislation as it ap- 
plied to the procurement of aircraft in order to avoid over- 
loading a few firms, thereby endangering delivery, and in 
order to develop sufficient capacity for possible emergencies.® 
This was followed in March, 1940 with the passage of the 
Split Award Act which authorized the services when pur- 
chasing aircraft to divide an award among the three lowest 

1. See above, pp. 41-42. 

2. For discussion of the Army’s experience with the Air Corps Act of 1926 

see Production and Purchases Division, ASF, Purchasing Policies and Practices, 
pp. 17-27. For discussion of the Navy’s experience see Deputy Chief of Naval 
Operations (Air), Procurement of Naval Aircraft, XVII, “United 

States Naval Administration in World War IF’ (unpublished), pp. 294-366. For 
experience with, educational orders see Industrial College of the Armed Forces, 
PIa 72 t Surveys and Education Orders (1947), ^‘Study of Experience in Industrial 
A'lobilization in World War II.” In commenting on the Educational Order Act 
in 1939 a Senate Report stated that “the War Department considers it desirable 
to have competition among the bidders best qualified to produce the items con- 
cerned although competition is not required by the basic legislation ” See Senate 
Report No. 80, 76th Cong., ist Sess. (1939), p- 12. 

3. United States House of Representatives, Hearings before the Military Af- 
fairs Committee, 76th Cong., ist Sess., An Adequate National Defense (1939), 
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bidders where this was necessary in the interest of national de- 
fense.^ In April, 1939 the Navy was authorized to enter into 
cost-plus-fixed-fee (CPFF) contracts without advertising for 
construction projects outside the continental limits of the 
United States at fees not to exceed ten per cent of the estimated 
cost.® Such contracts, however, were to be awarded only after 
negotiations with three or more reputable and qualified firms. 
The principal purpose of this act was to speed construction by 
making it possible to begin work without waiting for com- 
plete specifications and to alter specifications with a minimum 
of delay. It was also believed that negotiation w^ould minimize 
the cost to the government since Navy Department experi- 
ence showed that due to the inherent risks “it is impracticable 
to obtain competitive bids from reliable and experienced con- 
tractors on work at outlying stations except at exorbitant 
prices.” ® The use of negotiated CPFF contracts made it pos- 
sible for the government to assume many of the risks. Again in 
July, 1939 the War Department was authorized to make cer- 
tain purchases of secret aircraft parts and accessories without 
advertising provided it submitted its request for bids to three 
reputable concerns.’^ 

Despite these exceptions it was clear in 1939 that the serv- 
ices and Congress alike were reluctant to abandon the tradi- 
tional purchasing procedures except under conditions of great 
urgency. Only in the case of Navy construction contracts did 
considerations of price appear to influence the decision to 
adopt the negotiated contract. 

With the increased tempo of the defense program after 
Dunkirk, the traditional restrictions on purchasing were eased 
further in the interest of speed. Through a series of Congres- 
sional acts in June and July, 1940 the War Department was 
given wide discretion to place all contracts by negotiation and 
the Navy was authorized to use negotiation in the purchase of 

4, Pub. Law No, 426, 76th Cong., 3d Sess. (54 Stat. 45) extended by act of 
June 30, 1941 (55 Stat. 379). 

5. Pub. Law No. 43, 76th Cong., ist Sess., April 25, 1939 (53 Stat. 591). 

6, House Report No. 76, 76th Cong,, ist Sess. (1939), p. Ti. 

7. Pub. Law No. 168, 7dth Cong., ist Sess., July 13, 1939 (53 Stat. 1000). 
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ships and aircraft.® The Treasury in turn was authorized to 
proceed without reference to Section 3709 in its purchases 
of strategic materials.® These various acts prohibited the use 
of cost-plus-percentage-of-cost (CPPC) contracts, but per- 
mitted the use of CPFF contracts. The fees of such contracts 
were generally hmited by law to a maximum of sis or seven 
per cent of the estimated costs. 

This legislation was motivated primarily by a desire to speed 
up production by saving the time consumed in drafting and 
circulatmg specifications and to enable contractors to start 
schedulmg production before completion of the formal con- 
tracts. It also enabled the services to make a more effective 
allocation of limited facilities. The Navy was particularly 
conscious of this when placing contracts for vessels. It wanted 
to save shipyards with large ways for battleships and give 
destroyer contracts to other firms incapable of constructmg 
the larger ships.’^® 

The NDAC from its mception favored the use of the nego- 
tiated contract because of its greater effectiveness in mobiliz- 
ing industry. Within three months it had formulated a state- 
ment of principles to be used in the placement of contracts 
which urged that attention be given to such factors as speed, 
quality of product, price, impact on consumer, impact on 
labor, tendency toward geographical concentration, financial 
responsibilities of suppliers, congestion of transportation fa- 
cihties, availability of power facihties, moral responsibilities 
of suppliers, and preference for firms with experience under 
educational orders. These principles were clearly not gen- 
erally compatible with contract placement by competitive 
bidding. On this issue the NDAC stated: 

8. Pub. Law No. 671, 76th Cong., 3d Sess., June 28, 1940 (54 Stat. 676); Naval 
Appropriation Act of 1941, June ii, 1940 (54 Stat. 297); Military Establishment 
Appropriation Act of 1941, June 3, 1940 (54 Stat. 352)’, National Defense Supple- 
mental Appropriation Act, June 26, 1940, Title II (54 Stat. 603); Pub. Law No. 
730, 76th Cong., 3d Sess., July 2, 1940 (54 Stat. 712). 

9. National Defense Supplemental Appropriation Act, Tide I, June 26, 1940 
(54 Stat. 601). 

10. United States Senate, Hearings before Committee on Naval Affairs, 76th 
Cong., 3d Sess., To Expedite Naval Shipbuilding (1940), p. 19. 
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The Commission recognizes that competitive bidding is the bettei 
procedure in certain types of industry and circumstances. How- 
ever, it is often impossible to make sure that [the necessary princi- 
ples] are followed when contracts are placed on the basis of 
price alone and are let to the lowest bidder. Therefore, in cases 
where competitive bidding will not fulfill the above stated need 
of national defense, the Commission recommends that the use 
of the negotiated contract be authorized where necessary in or- 
der that these objectives be obtained in making defense pur- 
chases.^^ 

Despite this broad legislative authority and pressure from 
NDAC, the services were still generally reluctant to use the 
negotiated contract except in certain limited areas such as 
construction, aircraft, and naval vessels. This reluctance 
stemmed in part from a desire to be protected by the formal- 
ities of the traditional system from criticism by Congress and 
the public. Time and again from 1939 to Pearl Harbor repre- 
sentatives of the services when testifying before Congress 
were induced to reaffirm their allegiance to competitive bid- 
ding and their intention to make the maximum use of the tra- 
ditional procedures. But this reluctance also stemmed from an 
inadequate understanding of the problems of the negotiated 
contract as an instrument to stimulate production as well as a 
consciousness of the lack of experienced personnel to do the 
job. The traditional purchasing methods of the services had 
failed to provide them with men who were trained and ex- 
perienced in the techniques of effective purchasing by negoti- 
ation. It was only gradually and in large part as a result of pres- 
sures from Donald Nelson and others in WPB that the pur- 
chasing methods which had long since proved their value to 
industry were adopted by the services. 

As a result, the transition to the negotiated contract prior to 
Pearl Harbor was made slowly. For the period July i, 1940 to 
March i, 1941 the War Department announced that 733,000 
contracts out of a total of 739,000 were awarded by com- 

II. House Doc. No. 950, 76th Cong., 3d Sess. (1940), p. 2. 
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petitive bidding.^” Although these were by and large the 
smaller contracts, in dollar value the contracts awarded by 
competitive bidding represented twenty-seven per cent of all 
contracts. From July through December, 1941 the Navy 
awarded contracts valued at I575 million on a competitive bid 
basis out of total awards of $3,498 million.^® As late as January, 
1942 it appears that the Quartermaster Corps still contem- 
plated extensive use of the traditional system since a repre- 
sentative of that service announced through the press that “it 
is the Army’s intention to continue the use of the competitive 
bid system so long as we are able to meet our needs by this 
method.” 

With passage of the First War Powers Act immediately 
after Pearl Harbor, Congress abandoned the last restrictions 
on the use of negotiation. This act gave the President author- 
ity which he redelegated to the services “to enter into con- 
tracts and into amendments or modifications of contracts 
heretofore or hereafter made and to make advance, progress 
and other payments thereon without regard to the provisions 
of law relating to the making, performance, amendment, or 
modification of contracts whenever he deems such action 
would facilitate the prosecution of the war.” The only 
limitations placed upon the services were that they should not 
use CPPC contracts and that they should observe existing 
statutory limits on fees for CPFF contracts, which fees were 
in general limited by law to a maximum of six or seven per 
cent of estimated costs. 

It was not until the issuance of WPB Directive No. 2 on 
March 3, 1942 that the final transition was effected.^® This 
directed the services to place all contracts by negotiation and 

12. United States House of Representatives, Hearings before Subcommittee 
of Committee on Appropriations, 77th Cong., ist Sess., Military Establishme7it 
Appropriation Bill for 1^42 (1941), p. 71. 

13. Affidavit of H. S. Hensel, U,S, v. Alexander Wool Combing Co.^ U.S. 
District Court for District of Massachusetts (Civil No. 4121 ), pp. 5-7. 

14. The New York ThneSy Jan. 16, 1942, p. 31. 

15. Pub. Law No. 354, 77th Cong., rst Sess., Title II (55 Stat. 838-839). 

16. 7 F.R. 1732 (March, 1942). 
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established certain criteria to be followed in the selection of 
sources. This directive, subject only to several revisions of the 
criteria for selecting sources, continued as the basis of pro- 
curement by the services until its repeal on October 5, 1945.^’’’ 

As Donald Nelson has pointed out, one of the purposes of 
the directive was to counteract the natural tendency of con- 
tracting officers to play safe by placing contracts with the 
“industrial giants whose technical qualifications leave ito room 
for doubt.” Such a procedure was not consistent with the 
rational use of limited technical facilities. If followed by one 
contracting officer, it might work, but when followed by all, 
it led to undue concentration of contracts with the large firms 
and unemployment among many small concerns. 

The criteria formulated by WPB Directive No. 2 for the 
placing of contracts were three: 

(i) Primary emphasis shall be upon securing delivery in the time 
required by the war program. 

(ii) In so far as it will effectuate the policy set forth in sub- 
paragraph (i) above, such contracts shall be placed so as to con- 
serve, for the more difficult war production problems, the facilities 
of concerns best able, by reason of engineering, managerial, and 
physical resources, to handle them. Accordingly, contracts for 
standard or other items which involve relatively simple production 
problems shall be placed with concerns, normally the smaller ones, 
which are less able to handle the more difficult war production 
problems. 

(iii) Subject to the considerations stated in subparagraphs (i) atid 
(ii), such contracts shall be placed with concerns needing to ac- 
quire the least amounts of additional machinery and equipment for 
performance of the contracts. Accordingly, as an essential part of 
each negotiation, procurement officials shall secure from prospec- 
tive contractors statements listing all additional machinery and 
equipment which will be needed for performance of the contract. 

The emphasis in placement of contracts at this time was 
upon speed of conversion and conservation of scarce and spe- 
cialized resources. The problem was one of selecting sources 

17. 10F.R. 12630 (Oct., 1945). 

18. Donald Nelson, Arsenal of Democracy, p. 369. 
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and scheduling production, not one of price. In fact, many 
commitments were made in these early months after Pearl 
Harbor by unpriced letters of intent or by contracts with 
maximum prices which it was clearly intended should be re- 
determined downward. The paramount issue at this time was 
conversion of resources so that there could be the greatest pos- 
sible speed in the scheduling of production. The use of price 
as an instrument for awarding contracts and regulating pro- 
duction had to await the development of a basic pricing phi- 
losophy for negotiated contracts and the recruiting and train- 
ing of a staff. 

As the procurement program developed, the criteria to be 
used in placing contracts as listed in WPB Directive No. 2 
underwent several changes. At all times the primary emphasis 
was placed upon securing deliveries and performance at the 
times required by the war program. By October, 1942 the 
major reconversions had been completed so that consideration 
of scarce and specialized facilities, which had had second place 
in the list of criteria, was moved down to fourth place and 
consideration of machinery and equipment, which had been 
in third place, was moved up into second place. Subject to 
considerations of delivery and performance and minimizing 
the need for new equipment and facilities, the services were 
instructed to avoid placing contracts where acute labor short- 
ages were known to exist. After satisfying these first four cri- 
teria, contracts were to be so placed “as to spread production 
among as many firms as is reasonable and feasible.” Price was 
the last consideration. The services were specifically directed 
to pay higher prices, if necessary, than would otherwise be 
needed to give effect to the first four factors. If all these five 
considerations were met, “contracts shall be so placed as to 
obtain the lowest price for the Government.” Price was 
creeping into the program as a budgetary consideration only. 

By September, 1943 a revolution had been effected in the 
announced policy. 1 WB Directive No. 2 was again revised 
and price was given a more prominent place, not only as a 

19. 7 F.R. 8179 (Oct., 1942). 
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budgetary matter but as an instrument of eontrol. The two 
principal considerations were still requirements of delivery 
and avoidance of areas of labor shortage. Subject to these 
considerations the services were instructed to give “due 
weight” to some five factors “for the purpose of making the 
most effective utilization of the national resources.” These 
five factors were; cost and efficiency; effective utilization of 
small plants; conservation of special abilities and resources; 
minimizing the need for new equipment and facilities; and 
worthwhile savings in use of transportation facilities. The 
section on cost and efficiency provided for “placement of war 
contracts so as to incur the lowest possible cost to the Gov- 
ernment consistent with the economic use of man hours and 
raw materials. In so far as possible, contracts should provide 
the maximum incentive to the producer for the reduction of 
his costs.” The forces which had been at work to bring 
about this change in the emphasis on price will be discussed 
below. 

Trice as an Instrument of Control 
in Military Procurement 

Prior to Pearl Harbor there had been no systematic over- 
all policy concerning prices on military contracts. NDAC in 
its statement of principles had recognized that price should 
not be a dominant consideration in the selection of sources, 
although the continued use of the competitive bid system in- 
dicated that it still was so used in many cases. In the case of 
negotiated contracts, however, there was still no explicit the- 
ory of the part which price should play. But in view of the 
problems of inducing voluntary conversion of resources to 
defense purposes price had to be relied upon substantially as 
an incentive. Many contractors were still very reluctant to 
abandon their peacetime markets for military production, the 
future of which was so uncertain, even though several steps 
had been taken to reduce the risks of conversion which had the 

20. 8 F.R. 12969 (Sept., 1943). 




Fur chasing Policy: World War II 93 

effect of limiting the size of price incentives necessary.^ ^ After 
Pearl Harbor the resistances to conversion were much less, but 
still there was no statement as to the role of price. 

As originally issued WPB Directive No. 2 made no mention 
of price as a consideration in negotiating contracts. This is not 
surprising when it is recalled that the immediate problem was 
the conversion of resources and the greatest speed in schedul- 
ing production. Any degree of precision in estimating costs 
and controlling prices was impossible. Many contractors who 
were asked to produce items completely foreign to their past 
experience could not estimate costs with any reasonable degree 
of accuracy. Contractors who were already converted faced 
rapid changes in specifications and delivery schedules which 
were bound to have great effect on their costs. Moreover, 
there was considerable uncertainty still as to the course of 
wages and material prices. Even if costs could have been esti- 
mated with reasonable accuracy, neither the services nor in- 
dustry had sufficient experienced manpower available to ana- 
lyze these costs and negotiate prices with care. During the 
spring and summer of 1942 the services were concerned in 
price matters primarily with stabilizing their relations with 
OPA and with initiating renegotiation procedures which 
would clean up the past record. 

There were several forces at work, however, which led the 
services to evolve a more systematic philosophy for pricing 
negotiated contracts. The first of these was the negotiations 
with OPA over the relative responsibilities of OPA and the 
services for pricing military goods. The second was the revela- 
tion by several Congressional committees of exorbitant profits 
on some contracts and the revival of interest in techniques of 
profit control.^^ This led, of course, to the development of 
renegotiation. Finally, the Planning Committee of WPB was 
also working in this direction. In April, 1 942 Mr. R. W. Gold- 
smith had submitted a report to Mr. R. R. Nathan, Chairman 
of the Planning Committee, in which he protested the current 


21. See below. Chap. VIIL 

22. See below, pp. 170-17 1. 
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plans for renegotiation as likely to lead to “profit pruning” 
rather than “cost control” and recommended the establish- 
ment of a Board of Contract Review to implement a program 
of cost control. 

Control over costs is essential to insure the most economic use of 
resources. It will increase in importance as the size of the program 
grows; as cost differentials widen with the increasing utilization 
of smaller suppliers and subcontracting; and as the effectiveness of 
the profit incentive is impaired by the spread of cost-plus and 
escalator clauses and the tightening of taxes on corporate prof- 
its. ... 

There are not enough engineers available in the country to 
check efficiency in the use of real resources in the thousands of 
plants and operations involved. The only practicable way of ex- 
ercising a fair degree of current control over economy in the use 
of resources is to do as the businessman himself does, z.c., to control 
costs as they are reported in contractors’ accounts and by methods 
employed by progressive large enterprises, i.e., by cost comparison 
and cost standards.^® 

Subsequently there were discussions between the Planning 
Committee of WPB and the Purchases Division, ASF. Nathan 
submitted plans for a program of cost control to Colonel 
Browning, Chief of the Purchases Division, stating that “from 
the viewpoint of the WPB, economy in the use of real re- 
sources (labor, materials and plant facilities) is the primary 
objective of contract negotiation and renegotiation.” He 
recommended among other things the use of target price con- 
tracts. Again on August 31, 1942 the WPB Planning Com- 
mittee criticized the existing renegotiation boards and “recom- 
mended that a War Contracts Policy Board be organized 
within WPB to utilize contract negotiations to the fullest ex- 
tent in encouraging efficiency in war production.” 

That these pressures and suggestions bore fruit is indicated 

23. Report from R. W. Goldsmith to R. R« Nathan, ‘‘Cost Control and Con- 
tract Negotiation,’’ April 29, 1942 (WPB, Historical Records Files). 

24. Memorandum from R. R. Nathan to Col. A. J. Browning, May 7, 1942 
(WPB, Historical Records Files) . 

25. WPB Planning Committee, RecoTmnendation No, 24, Aug. 21, 1042, p. i 
(WPB, Historical Records Files) • 
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by the statement of purchasing policies resulting from a con- 
ference held by the War Department in late October, 1942 at 
Tryon, North Carolina. The Tryon Conference was called 
to reformulate and integrate War Department purchasing 
policy “in order to promote more efficient use of labor, mate- 
rials and plant facilities, to limit profits to reasonable levels as 
a corollary of price and wage freezing and to prevent infla- 
tion.” The Statement of Purchase Policies resulting from 
this conference is very important. Much of the subsequent 
development of War Department policy can be traced to this 
statement. The general principles enunciated were as follows; 

1. The War Department recognizes that it is essential that prices 
and costs of war equipment continue to be kept at the lowest pos- 
sible levels: 

(a) In this way efficiency in production will be encouraged 
and manpower and materials conserved. 

(b) In addition, the OPA has now agreed to refrain from 
further extension of its price regulations in the military field. 

2. Under war conditions administrative control is necessary to 
keep prices close enough to costs to exert pressure on them. 

3. Purchase control, rather than the use of formulas and regula- 
tions, is the best and simplest method of price control. 

4. Unstable and varying factors make such control difficult but it 
should be feasible to do it by the use of a number of different 
techniques approaching the problem from various aspects. As 
wages, material prices, and production schedules are now becom- 
ing more stable, and as production experience increases, the prob- 
lem should become less difficult. 

Some of the detailed recommendations as to policies and 
procedures were even more significant. Preference was ex- 
pressed for the fixed-price contract “well negotiated on the 
basis of accurate cost experience and close estimates” as “the 
best method of purchase control.” CPFF contracts were dis- 
couraged. It was recommended that the government assume 
so far as possible tmpredictable risks and that, where a con- 

26. For memorandum on the Tryon Conference see Army Industrial College, 
Contract Tricing: Principal Developments^ pp. i37>-i46. 
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tractor will suffer “an actual loss” as a result of increased costs 
over which he has no control and which were not included 
in his price, he should be given relief under the First War 
Powers Act. The fixing of prices for short periods of time and 
up-and-down redetermination of prices were recommended 
as methods for obtaining close prices. It was suggested that 
price control be effected by “improved purchasing methods 
and by better information on prices, costs and purchasing 
methods.” Compulsory orders, “while their use is not to be 
favored . . . should be used when a contractor refuses to 
contract at a fair price, after prolonged negotiations.” Atten- 
tion was also directed to the need for close prices on subcon- 
tracts. “The purchasing methods of important prime contrac- 
tors and subcontractors should be studied by the Services to de- 
termine their adequacy for sound purchasing.” It was stated 
that “the emphasis in renegotiation should be shifted as far as 
possible from recapture of past profits to repricing for future 
periods,” and it was recommended that a start be made by ex- 
empting contracts from renegotiation in accordance with the 
discretionary provisions of the Renegotiation Act. Finally sug- 
gestions were made for recruiting and training personnel in 
purchasing policies and techniques. 

Here was a broad program which was to dominate the 
evolution of the War Department’s pricing policy through- 
out the rest of the war. Although there appears to be no similar 
document reflecting Navy Department policy, it is fair to 
say that on broad objectives and even on many details of pro- 
cedure the two services developed their policies in general 
harmony,®’' The War Department policies were subsequently 
incorporated in appropriate directives and a manual on pricing 
issued which summarized War Department policies as follows: 

To obtain all that is needed for war purposes, of the quality re- 
quired and on time; to buy what is needed at close prices — i'e., at 
prices neither high nor low enough to discourage increased pro- 
duction and operating efficiency but rather at fair and reasonable 

27. For a statement of Navy Department policies see Vincent deP. Goubeau, 
“Pricing Policies in Navy Ptocaiem&at,” Purchasing, XVIII (May, 1945), 96-101. 
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prices calculated to encourage both; to reward the production and 
efficiency the War Department seeks to encourage by awarding 
contracts at prices which will enable efficient producers to earn 
reasonable and adequate profits; to permit efficient producers who 
have adopted a reasonable pricing policy and carried the risks inci- 
dent to it to retain more of such profits in statutory renegotiation; 
to remove by appropriate contract provisions those risks of war 
production which are substantially out of line with those of peace- 
time production.^® 

Here was a philosophy of price as an instrument of control, 
an instrument to encourage and reward efficiency. Price had 
come into its own once more. This policy was clearly recog- 
nized by the President in his Budget Message for the fiscal 
year 1944^® and in his hold-the-line order in April, 1943.®® 
Moreover, the amendments of the renegotiation act of Jan- 
uary, 1944 had as one of their purposes the implementation of 
this policy. They gave broad discretionary powers to the 
services to grant exemptions from renegotiation where the 
Secretary of the cognizant department found that the initial 
contract provided adequately against excessive profits.®^ 

Conflicting Profit Standards 

Because of the services’ desire to offer contractors financial 
incentives to take military contracts voluntarily, it was basic 
to the pricing policy of the services that an efficient firm should 
have the reasonable expectation of a profit on each contract 
and even on each item on a contract. This did not mean that 
each contract should be priced on a cost-plus-conventional- 
profit basis. It was their purpose to see that the price should 

28. ASF Manual, M 6oi, Tricing in War Contracts (August, 1943), p. 2. 

29. “The procurement program must achieve maximum production with mini- 
mum waste and with the speed essential in time of war. This is a controlling 
objective not only for the original negotiation of contracts but also for the re- 
negotiation required by law. . » . The proper negotiation and renegotiation of 
contracts must strive to reconcile the avoidance of excessive profit with the 
maintenance of incentives to economical management ” Budget Message of the 
President (Jan. 6, 1943), p. viii. 

50. Executive Order No, 9328, 8 F.R. 4681 (April 8, 1943). 

31. See below, pp. iSs-iS6, 
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not be so low as to discourage willingness to produce nor so 
high as to encourage inefficiency. In arriving at such a price 
all relevant factors were to be considered including compara- 
tive prices and costs where available. If there were evidence 
that a particular concern was inefficient, in the sense that an 
aggressive management in similar circumstances could be ex- 
pected to effect lower costs, its profit expectation might be 
low. If the firm were very efficient or its contributions and 
risks large, its profit expectation might be large. It should be 
emphasized that the policy was simply one of providing the 
expectation of a profit on each contract. It was not intended 
to guarantee a fair profit. The policy of profit averaging be- 
tween contracts and items was to be avoided wherever data 
were available to price each contract and item on an individual 
basis. Such a policy w'as essential to the incentive pricing 
philosophy of the services. Moreover, for many purely mili- 
tary items there was no other standard for pricing individual 
contracts except estimated costs plus an estimated reasonable 
profit. This policy received further support from the desires 
of the technical services and bureaus to conserve their individ- 
ual appropriations and to avoid absorbing one another’s costs. 

This pricing standard diflFered significantly from the stand- 
ards used by OP A.®' Considerations of costs and profits took 
a secondary place among OPA’s pricing standards. The Emer- 
gency Price Control Act had provided that prices should be 
“generally fair and equitable.” OPA interpreted this to 
mean that prices should be prevented from rising so long as 
this was consistent with the effective prosecution of the war. 
In establishing ceiling prices, OPA used to a large extent 
various techniques for freezing prices or pricing formulas as 
of some base period. It was recognized that in certain circum- 
stances upward adjustments were necessary, either for an 

32. For discussion of these standards see OPA, Problems in Price Control: 
Pricing Standards (1947), “Historical Reports on War Administration: Office 
of Pnce Admmistration,” Gen. Pub. No. 7, chaps, ii, iii, and ix; Seymour E. 
Harris, Price and Related Controls in the United States (1945), pp. 50-53 and 
chap, iv, 
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industry, a product, or a firm. It was general policy to allow 
an industry-wide upward adjustment if the industry, or at 
least a majority of the industry, was not making dollar earn- 
ings at least as high as the average annual dollar earnings ob- 
tained in a representative peacetime period, usually 1936- 
1939, adjusted for changes in net investment. In the case of a 
multiproduct industry, an upward adjustment of prices on 
a particular product would be granted only if the over-all 
profits were inadequate as judged by the base period earnings 
or if the price of the particular product was below out-of- 
pocket costs. If prices did not cover out-of-pocket costs, a 
price adjustment was allow'ed sufficient to cover such costs 
only, without allowance for overhead or profit. In many cases, 
however, where an item was essential to civilian or military 
supply, more liberal adjustments Avere in fact allowed, par- 
ticularly where there was danger that resources would other- 
wise be diverted to less essential uses. 

The pricing standards of OP A, then, made no pretense of 
providing a reasonable profit on each product or to each firm. 
Profits were, for the most part, residual. Adjustments in prices 
to an industry or firm might be made when over-all hardship 
was experienced. In considering adjustments on individual 
products the profit on the individual product was not an issue 
unless the provision of a profit was essential to insure necessary 
supplies. 

The effect of the difference in profit policy between OPA 
and the services was not as serious as might have been expected. 
The arrangements between OPA and the services worked out 
in 1 942 released an important area of military goods from OPA 
controls so that it was only in the limited areas in which con- 
trols by OPA and the services overlapped, such as food, tex- 
tiles, clothing, and machinery, that direct conflict developed. 
The Army Quartermaster Corps seems to have had the most 
difficulty.®^ Moreover, the effect of the more stringent OPA 
standards as applied to civilian goods was to aid the services by 

34. Harry B. Yoshpe, Froductlon Control in the Qiiartemmster Corps ^ pp, 68- 
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stimulating diversion of resources from less essential civilian 
uses into the production of military goods. 

But the policy differences did lead to considerable contro- 
versy in the early years of the war. OPA product standards, in 
their more rigorous form, appeared to violate the services’ 
policy of insuring production by providing an incentive profit 
on each item. The services felt that if a contractor found his 
ceiling price unprofitable on an item which they needed, he 
might be reluctant to produce it no matter how favorable his 
over-all profit position. OPA, however, felt that a more liberal 
policy of adjusting prices to insure reasonable profits on each 
product would seriously weaken its program of price stabiliza- 
tion and be a move in the direction of cost-plus pricing which 
would encourage waste, inefficiency, and cost increases. It 
argued that where over-all profits were adequate but the prices 
on particular products did not provide incentives sufficient to 
insure necessary production, or the services should in- 
voke their mandatory powers to compel production. It main- 
tained that price ceilings could not prevent a contractor from 
producing. “If a seller is not able to make the war item, the 
OPA maximum price has no relevance. If the seller is able to 
produce the material, the impediment lies only in his refusal to 
do so.” 

On several occasions OPA requested the Procurement Pol- 
icy Board to approve its standards of price adjustment.®® The 
representatives of the War and Navy Departments demurred. 
A subcommittee was established to study the problem, but no 
tangible results were forthcoming. Individual contractors with 
hardship on contracts with the services were treated under 
Procedural Regulation No. <5, which provided more liberal 
standards of adjustment for military goods than the normal 
OPA adjustment procedures.®'^ In the food and textile fields, 

55. Procurement Policy Board, Document No. 87, p. 3. 

36. See the letter from J. Philip Wemette, War Goods Price Coordinator, 
OPA, to the Procurement Policy Board April 14, 1943; Procurement Policy 
Board, Document No. 87; also Procurement Policy Board Minutes, August 25, 
1943. 

37. See above, pp. 7CH71, 78-79. 
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where OPA ceilings were insufficient to provide supplies, the 
solution was in general a compromise between the invokiug 
of WPB allocation powers and the upward adjustment of 
OPAprices. 

One interesting commentary on the differences between the 
profit policies of the services and the OPA came to light dur- 
ing the reconversion period. At that time it became apparent 
that during the war many contractors had been able to prosper 
with the ceiling prices established by OPA on civilian business 
only because of the more liberal profit policy of the services 
on war goods.®® In short, it appears that the services made a 
special contribution to the steadiness of the consumers’ price 
index. An interesting procedure for administering consumer 
subsidies! 

It should be pointed out that the services themselves made 
many exceptions to their basic policy of providing contractors 
a reasonable expectation of a fair profit on each contract. Many 
contractors did not have adequate accounting systems for 
estimating costs on individual products. In such cases the serv- 
ices were prepared to adopt a price policy which would in- 
sure a. reasonable over-all profit without regard to the profit 
on the individual contract or item. Such a policy reduced the 
administrative problems of the contractor and the services to 
a minimum. This policy did, however, involve considerable 
risk for the contractor, since a shift in the composition of the 
services’ purchases from high-profit to low-profit items might 
quickly put the contractor in the position of making a low 
profit or no profit at all. 

Although these differences in basic pricing policies between 
the services and OPA generated much controversy early in 
the war, they were not serious. The area of conflict was lim- 

38. See T. J. Kinsella, War Procure?nent and OPA, 5^-53* ‘*As a final ob- 
servation, not generally realized by OPA until the great demand for price in- 
creases by manufacturing industries after ‘V-J^ Day, it should be noted that the 
large areas of non-control in the military field and the relatively more liberal pric- 
ing policies followed by military agencies enabled most manufacturers to main- 
tain their civilian output at ceiling prices* This contributed greatly to the stability 
of living costs during the war period and was, as a result, of prime importance 
in the maintenance of wage stability.” 
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ited and tended to diminish as the spheres of effectiveness 
and responsibility of the two groups became clear. The solu- 
tion by which more liberal standards were established for ad- 
justments on military contracts gave the services the prefer- 
ential position which was necessary to insure their supplies 
and did not interfere with OPA’s program for stabilizing the 
cost of living. If there had been greater willingness on the part 
of WPB and the services to use their allocation powers and to 
invoke mandatory orders, some price concessions might have 
been avoided. 

Use of Mandatory Powers 

It is one thing to develop policies and procedures for ar- 
riving at acceptable prices on military contracts in wartime 
and quite another to insure the acceptance of such prices by 
industry. A basic objective of the whole program of economic 
mobilization was to effect mobilization with as little use of 
compulsory powers as possible. This was particularly true in 
the field of pricing of military contracts, where every effort 
was made to conclude contracts on a voluntary basis. Par- 
ticular effort was made to devise policies and procedures 
which would not alienate business and care was taken to select 
personnel to administer these policies who would impress 
business as being reasonable and understanding. It was clear, 
however, that unwillingness of even a small minority of con- 
tractors to go along with established policies voluntarily could 
seriously jeopardize the program. Consequently, some com- 
pulsory pricing powers were necessary during the course of 
the war. 

Congress supplied the services with five different sets of 
mandatory powers. Although the record indicates a general 
reluctance on the part of the services to use these mandatory 
powers and a systematic policy to keep authority to do so in 
the higher echelons, the mere existence of the powers no doubt 
facilitated procurement. Judicious use of these mandatory 



fur chasing Policy: World War 11 103 

powers and threats to use them were an important element in 
the pricing policies of the services. 

These five mandatory powers were as follows: (i) power 
to requisition personal property; (2) mandatory orders to 
produce under the Selective Training and Service Act; 

(3 ) repricing orders under Title VIII of the Revenue Act of 
1943; (4) priorities and allocation powers under Title III 

of the Second War Powers Act; and (5) the power to audit 
records and compel the submission of information under Title 
XIII of the Second War Powers Act.^** With these various 
powers the services were adequately equipped. Brief remarks 
concerning the use of each of these powers are given below.^^ 

The requisitioning acts of 1940 and 1941 are not of prin- 
cipal importance to the present study. They are concerned 
with the change in ownership of existing goods, not with the 
production of new goods. The act of 1 940 authorized the serv- 
ices to requisition property which had been acquired for export 
in those cases where export had been subsequently prohibited 
by the President and the property was found to be vital to the 
prosecution of the war. The act of 1941 provided similar 
authority in the case of all personal property where property 
was needed for the defense of the United States and could not 
be obtained on reasonable terms. 

Section 9 of the Selective Training and Service Act of 1940 
empowered the President to place a mandatory order through 
the Secretary of War or of the Navy requiring any person to 

39. Act of October lo, 1940 (54 Stat. 1090), as amended by Act of July 2, 1942 
(56 Stat, 467) and by Act of June 28, 1944 (58 Stat. 624; 59 U.S.C, App. 71 1- 
713); and Act of October 16, 1941 (55 Stat 742), as amended by Act of March 
27, 1942 (56 Stat. 1 81), by Act of June 30, 1943 (57 Stat. 271), and by Act of 
June 28, 1944 (58 Stat. 624; 50 U.S.C., App. 721-724). 

40. Act of September 16, 1940 (54 Stat, 892; 50 U.S.C., App. 309). 

41. Act of February 25, 1944 ( 5 ^ Stat. 92; 50 U.S.C., App. 1192). 

42. Act of Anarch 27, 1942 (56 Stat 177; 50 U.S.C., App. 633). 

43. Act of March 27, 1942 (56 Stat. 185', 50 U.S.C., App. 643) and Executive 
Order 9127, April 10, 1942 (7 F.R. 2753). 

44. The following discussion is based in large part on Procurement Policy 
Board, Doc. No. 140, Report to Rrocurement Policy Board by Coinmittee on 
Mandatory Action (Oct., 1944) and Production and Purchases Division, ASF, 
op. cit.y pp. 350-408. 
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produce any product of the type which he usually produced 
or was capable of producing. A reasonable price was to be 
established by the Secretary. Failure to comply with the order 
subjected the person to imprisonment and fine. Moreover, in 
the event of non-compliance the Army or Navy might take 
over and operate the producer’s plant. Up to March, 1945 the 
War Department had issued some 25 mandatory orders.^® 
Fifteen of these were served by the Quartermaster Corps, 7 
on producers of boneless beef and 6 on manufacturers of 
field jackets. The Army Air Forces served 7 orders because of 
disputes as to price and, in all but one of the cases, the order 
was later superseded by a voluntary contract. Three orders 
were served upon various riparian owners at the request of 
the Secretary of the Interior requiring them to divert water 
needed by the Phelps Dodge Corporation to operate a copper 
plant built by the Defense Plant Corporation. The Secretary 
of Interior is reported to have believed that determination of 
compensation under this procedure would cause less diffi- 
culty for the Indian tribes involved and be less of a reflection 
on their patriotism than determination by a condemnation pro- 
ceeding. 

Of the 22 orders served, excluding the 3 orders served at 
the request of the Interior Department, 14 were served be- 
cause of the refusal of contractors to accept war business and 
8 were served because of a dispute as to price. All but 4 of 
these orders were complied with. According to an official 
study of the War Department which was based on the in- 
formation available up to March 15, 1945, ii of the orders 
including the above 4 orders which were not complied with, 
the 6 field jacket orders and i rice order, “probably could have 
been avoided by proper consideration of the facts, or proper 
negotiations or both. Nine of the orders (including the rice 
and I field jacket order, the balance being Air Force orders) 
were superseded by voluntary contracts. Three of the field 
jacket orders could have been superseded by voluntary con- 

45. Ibid., pp. 380-383. Apparendy the Navy Department issued only two or 
three orders under Section 9 of the Selective Training and Service Act. 
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tracts but the Quartermaster General refused to supersede 
them”"® 

Title VIII of the Revenue Act of 1943 authorized the Sec- 
retary of War or Navy to issue an order establishing fair and 
reasonable prices for future deliveries in the event he was un- 
able to negotiate voluntarily fair and reasonable prices. Al- 
though several prehminary notices were issued, only one 
mandatory pricing order was issued. This was issued jointly 
by the War and Navy Departments against the Lord Manu- 
facturing Company, a manufacturer of rubber engine and in- 
strument mounts used in aircraft. According to figures re- 
leased by the services the company’s sales had increased from 
an average of $238,000 in the years 1936-1939 to about 
$29,000,000 in 1943. Profits before taxes were alleged to have 
been about 100 per cent of cost in 1942 and about 66 per cent 
of cost in 1943.'^' According to press reports the action was 
taken only “after attempts to negotiate prices, which have 
been under way for over a year, proved fruitless. . . . The 
Lord Company has consistently refused to make any reduc- 
tion in prices.” The company had also refused to accept 
voluntarily renegotiation proposals made by the government 
covering 1 942 profits.^® A repricing order was issued applying 
to ail sales for government end use on both prime contracts 
and subcontracts. Because of an alleged failure of the com- 
pany to comply with the order the government took over the 
plant and operated it during the remainder of the war.''’“ Prior 
to issuing the order elaborate cost studies were necessary to 

46. lbid.3 pp. 382'-383. 

47. These figures on profits and sales are taken from the letter of Robert P. 
Patterson, Under Secretary of War to the Chairman of the House Ways and 
Means Committee, April 21, 1945. See United States House of Representatives, 
Hearings before Committee on Ways and Means, 79th Cong., ist Sess., pp. 30"32. 
See also The NetP York Times, Sept. 28, 1944, p. 27, and Press Release of Navy 
Department, Sept. 25, 1944. 

48. The New York Times, Sept. 28, 1944, p. 27. For details of the attempts of 
the services to arrive at satisfactory prices voluntarily see letter from Patterson 
to the Chairman of the House Ways and Means Committee (note 47, above) . 

• 49. hoc, cit. 

50. Executive Order 9493 (9 F.R. 12860). The New York Times, Oct. 26, 
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establish over 600 different unit prices. Moreover, since sales 
to many subcontractors were involved, it was necessary to 
notify all such subcontractors and to see that the government 
benefited from the reductions received by them. The experi- 
ence with this order confirmed the services in their view that 
mandatory pricing action, while necessary as a reserve power, 
was a pricing procedure which presented many problems of 
administration. 

Under Title III of the Second War Powers Act various 
procedures were available to the services to require production 
by use of the priorities and allocations powers, such as issuance 
of preference ratings, set-aside orders freezing supplies or 
capacity for use of designated procurement agencies, and 
production directives requiring particular industries to allocate 
a certain percentage of their capacity to production of items 
deemed necessary for the war program. These orders gen- 
erally affected an industry on an over-all basis and were ad- 
ministered by the War Food Administration in the case of 
subsistence items and by the War Production Board in the 
case of most other items. The question of price was in general 
not involved in such orders. As of the fall of 1944 over one 
hundred such directives had been issued by WPB and WFA. 
Most of these involved clothing, textiles, and food. Many of 
these had been issued at the request of the services in order to 
insure production of particular items which they had found 
it difficult to procure otherwise, often because other lines of 
production or sales to other customers were more profitable. 
The Committee on Mandatory Action of the Procurement 
Policy Board, reporting on its survey of the use of compulsory 
powers in the fall of 1944, found that “compliance has been 
satisfactory.” Moreover, it concluded that “where a producer 
is unwilling to accept government business at all, the use of 
priorities powers as a means of compulsion may be far simpler 
administratively than the use of mandatory orders.” 

Title XIII of the Second War Powers Act authorized the 

51. Procurement Policy Board, 'Report to Trocurement Policy Board by Com- 

mittee on Mandatory Action^ p, 6. 
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services to inspect the plant and to audit and inspect the records 
of war contractors. This power was essential to the conduct of 
effective negotiation and renegotiation and was also necessary 
to pricing under other compulsory powers. The services were, 
however, generally able to obtain the necessary access to 
plant and records voluntarily without formally invoking their 
statutory authority. 

It is difficult to gauge the success of the services in their use 
of these mandatory powers. They did not invoke them fre- 
quently. They believed that a wide-spread or indiscriminate 
use of them was not the way to elicit the cooperation of in- 
dustry which was necessary to insure maximum production. 
It is clear too that the services and WPB were particularly loath 
to invoke these powers where price was the primary obstacle. 
But the usefulness of mandatory powers as reserve weapons 
cannot be questioned. Many “voluntary” arrangements were 
doubtlessly effected which might have been difficult in their 
absence. The services have generally stated that they were 
prepared to use these powers if satisfactory voluntary arrange- 
ments were not possible. Nevertheless, they have been criti- 
cized for being reluctant to use their powers, for asking OPA 
for price adjustments which might have been avoided if they 
had used their mandatory powers more effectively, and for 
negotiating prices which did not measure up to their own 
standards of “fair and reasonable.” 

In many instances, however, the experience of the services 
with mandatory orders was not encouraging. This was espe- 
cially true of the action of the War Department in invoking its 
powder under Section 9 of the Selective Training and Service 
Act. Even with internal controls designed to insure prudence 
in the use of the powers, the record of the Quartermaster Corps 
was not outstanding. The wisdom of several orders on food 
and clothing items appears in retrospect to have been question- 
able. Yet these are items where standards of reasonable prices 
might be expected to be relatively clear because of the similar- 
ity of items procured to items previously purchased and be- 
cause of the existence of numerous producers. How much 
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more difficult the task would have been for many other items! 
The Title VIII action against the Lord Manufacturing Com- 
pany indicated the great administrative difficulties involved 
when entering these areas quite apart from the technical prob- 
lem of estimating costs. 

It is undoubtedly true that some firms could have done a bet- 
ter job of pricing voluntarily and that more judicious rattling 
of the “big stick” might have helped. But judicious use of 
such threats depended upon more skillful negotiation, more 
explicit pricing standards, and more effective price and cost 
analysis. If these had been available, the need to invoke manda- 
t tory powers would doubtlessly have been less. 

Conclusion 

The evolution of policies for placing and pricing military 
i; contracts reflects clearly an attempt to adapt policies so far as 

possible to the over-all objectives of industrial mobilization 
outlined in Chapter I. At the outbreak of the emergency in 
1939 the services depended principally on the competitive pro- 
cedure to select sources and to determine prices. The price 
mechanism therefore was serving its normal function so far as 
military procurement was concerned. During the period from 
1939 to Pearl Harbor there was a gradual movement away 
from price as the criteria for the selection of sources. Price 
still served, however, as an important device to induce particu- 
lar individuals to convert to defense purposes. This was par- 
ticularly important because of the reluctance to use direct 
controls and mandatory orders. Price and moral suasion were 
at the time the instruments for inducing conversion. Supple- 
mentary devices such as accelerated depreciation and various 
other financing devices discussed in Chapter VIII also aided. 
Price also served as the principal incentive to efficient produc- 
tion although during this period, which was characterized by 
a substantial though decreasing amount of unemployed re- 
sources, this objective did not receive much emphasis. Clearly 
the price system still served as the dominant method for de- 
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termining individuals’ disposable incomes although the excess 
profits tax of 1940 was enacted for the particular purpose of 
limiting one type of income. 

The period from Pearl Harbor to the fall of 1942 was the 
period of the least emphasis upon price as a mobilizing device. 
The emphasis in this period was upon the completion of the 
process of conversion. The need to place contracts quickly in 
order to facilitate production planning by industry as well as 
the lack of properly qualified and trained personnel made it 
certain that price would play a subsidiary part. It was con- 
sidered important only that price should not be a deterrent to 
the conversion of resources and to the allocation of these re- 
sources in accordance with the criteria established by WPB 
Directive No. 2. 

From 1943 to 1945 was a period in which the various con- 
trols of production and materials flows were perfected. But 
despite these controls there was still room for price to play a 
part in the allocation of resources. WPB by its limitation or- 
ders, allocation controls, etc., shook resources loose from the 
civilian economy for the production of military goods. Priori- 
ties determined what end products should come first. But the 
prices negotiated by the services on prime contracts were 
still useful in determining what and how^ much a contractor 
should produce. Moreover, during this period there was in- 
creasing emphasis upon price as a device for inducing efii- 
ciency in the use of labor and materials. Finally, although 
wages and salaries were controlled and profits subjected to 
renegotiation and excess profits taxation, the price system still 
served to determine people’s disposable income. 

In line with the democratic objectives of insuring respect 
for the individual and the maximum possible decentralization 
of decision-making every effort was made to effect procure- 
ment by voluntary action and with a minimum use of manda- 
tory orders directed at individuals. To be sure, the policies 
were by no means ideal and their adoption was often unduly 
delayed Moreover, operations under these policies were neces- 
sarily imperfect. It is clear, however, that throughout the de- 


1 1 o Pricing of Military Procurements 

fense and war periods we were consciously attempting to 
continue to use price as an organizing mechanism and to 
devise systems of procurement which were consistent with 
our democratic institutions and aspirations whenever this 
could be done without jeopardizing the overriding objective 
of maximum and expeditious production of military goods. 
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RISKS: THE NON-CONTRACTUAL APPROACH 

The war program called for the construction of new manu- 
facturing facilities at a cost of I25 billion.^ It required the as- 
sumption by industry of prime supply contracts of over $193 
billion from June, 1940 to March, 1945 ^ and an unknown 
volume of subcontract commitments. These contracts neces- 
sitated the adaptation of operations by many contractors to 
the production of items with which they had had no previous 
experience. It also called for an increase in the working force 
of manufacturing industry from 10.4 millions in June, 1940 
to 17.2 millions in November, 1943.® The magnitude of the 
problem of training this increased force for its wartime pur- 
poses was increased by the need to train many new and inex- 
perienced persons to replace experienced people who were 
drawn off into the armed services. 

It was clear from the very early stages of the defense pro- 
gram that business faced many risks in expanding and convert- 
ing its plant for this productive effort. Would there be a war 
or would the defense program fizzle out? If war came, how 
long would it last? What would happen to wage rates and 
material costs? What volume of production might a firm ex- 
pect? What about the availability of labor and materials? 
Would new wartime plants be useful in the postwar world? 
These and many other problems were faced by any contractor 
contemplating defense production. The government had 
either to find ways to reduce these risks and uncertainties, to 
relieve industry by assuming the risks itself, or to compensate 

1. WPB, Wartime Troductlon Achievements and the Recojiversion Outlook, 
p. y; Army Industrial College, Financial Aids to Contractors (1945), “Study of 
Experience in Industrial Mobilization in World War II,’’ pp. 19-20. 

2. WPB, Program and Statistics Bureau, War Supply and Facility Contracts 
by State, Industrial Area and County, June 4, 1945, p. 4. 

3. United States Department of Commerce, Survey of Current Business, July, 
1945, p. 24. 
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industry for assuming these risks through contract prices or 

other devices. 

Many of the risks were not within the contractors’ control 
This was true of wage increases granted by the WLB, in- 
creases in material prices authorized by OPA, and the termina- 
tion of contracts brought about by the changes of military 
strategy or by the end of hostilities. Other risks were to a large 
extent within their control. This was generally true of the 
internal management of their plants, although even here forces 
outside of their control might interfere with their obtaining 
trained labor or with the smooth flow of materials. It was 
recognized from the beginning that if contractors were to 
exercise the maximum initiative in production and in reducing 
wastes of labor and materials those risks which were within 
their control should be left upon them and that they should be 
compensated for assuming them through contract prices. On 
the other hand, it was agreed that wherever possible those 
risks over which contractors had no control should be as- 
sumed by the government. It was believed, quite rightly, that 
the total cost to the government would be less by assuming 
these risks directly than by assuming them indirectly through 
higher contract prices. Moreover, it was recognized that this 
method of assuming risks would reduce materially the in- 
flationary tendencies of the mobilization program.* 

The services’ approach to the problem of risks was three- 
fold; (i) minimizing certain risks through direct controls 
over materials, manpower, wages, and prices; (2) allocating 
appropriately some risks through provisions in supply con- 
tracts, e.g., escalation clauses; and (3) allocating other risks 
through non-contractual arrangements or arrangements out- 

4. This philosophy dominated the thinking of the NDAC and its successors. 
It was clearly embodied in the Statement of Purchase Policies adopted by the 
Tryon Conference. “Under war-conditions, the Government can better obtain 
close prices and estimates and reduce the need for heavy allowances for con- 
tingencies by assuming certain unpredictable risks affecting performance, such 
as allocations, material shortages, and other factors resulting from Government 
action.” Army Industrial College, Contract Pricing: Principal Developments, 
p. 139. See also Glen A. Lloyd, “Pricing in War Contracts,” Law and Contem- 
porary Problems, X (Autumn, 1943), 248. 
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side of the supply contracts such as special provisions to 
finance new investments, tax arrangements, and provisions 
for the guarantee of loans. The present chapter will discuss this 
latter approach, while Chapter IX will be devoted to the ap- 
proach through provisions in supply contracts. 

Accelerated Amortization 

From the earliest period of the defense program it was clear 
that methods of financing the expansion of facilities and 
equipment would be critical to the success of the mobilization 
program m general and to the pricing program in particular. 
Industry was clearly reluctant to undertake the expansion of 
facilities which was necessary to implement the defense 
programs authorized in the summer of 1940 without adequate 
insurance against the risks involved. Some of the facilities re- 
quired w'ere clearly of a type which would have no appreciable 
value to industry at the conclusion of the emergency. Other 
facilities were adaptable to peacetime use, but with the expe- 
riences of the 1930’s vividly in mind industry was fearful that 
these facilities might remain idle at the end of hostilities despite 
their technical usefulness. 

The government under the guidance of the NDAC and 
successor agencies approached the problem from two direc- 
tions; (i) stimulating private expansion through special tax 
incentives for new facilities and (2) providing expansion by 
use of public funds. It has been estimated that the cumulative 
value of new war manufacturing facilities put in place during 
World War II totaled I2 5 billion.® Of these about |i6 billion 
were financed by government funds and $9 billion by private 
funds. About 95 per cent of the $16 billion financed by public 
funds was publicly owned. Of the government-financed 
facilities, 19 per cent was for aircraft facilities and 29 per cent 
for ordnance.® 

The principal method used to encourage expansion with 

5. See above, p. in, note i. 

6. Army Industrial College, Financial Aids to Contractors, p. i8. 
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private funds was the accelerated amortization provisions of 
the Second Revenue Act of 1940.^ The accelerated amortiza- 
tion program was designed to give special tax treatment to 
firms which undertook expansion of facilities necessary to 
the war effort at their own expense. It gave assurance in ad- 
vance that such firms could charge off facilities for tax pur- 
poses at a more rapid rate than was provided by Treasury 
rulings for normal peacetime facilities in return for assuming 
the risk of being loaded with excess facilities at the end of the 
war. During World War I there had been provision for ac- 
celerated amortization, but under that program the determina- 
tion of the rate of amortization was postponed until the end of 
the war and tailored to the circumstances of each contractor.® 
The rate of acceleration depended on the actual estimated 
value of the facilities to the taxpayer in terms of its actual 
use or employment in his going business or in terms of its 
sale or scrap value. The ex post method of determining amorti- 
zation had certain logical merits, but it had proved very diffi- 
cult to administer and had led to innumerable delays and end- 
less litigation. Moreover, it did not meet with favor from 
industry, which wanted greater certainty through some ex 
ante system which would make it possible to determine amor- 
tization in advance. Although there was some feeling that the 
Treasury already had the power to provide relief under exist- 
ing legislation through appropriate change in the Internal 
Revenue Code, this view was not shared by the Treasury. 

Under the provisions of the Second Revenue Act of 1940 
a contractor who acquired or constructed with his own funds 

7. Pub. Law No, 8oi» 76th Cong., 3d Sess. (Oct. 8, 1940), secs, 301 and 302. 
Also Internal Revenue Code, secs. 23 and 124. For extensive discussion of the 
legislative background of the accelerated anaortization provisions and of the 
problems incident to its administration, see David Ginsburg, The Amortization 
Deduction, address before Practicing Law Institute, New York City, March 24, 
1941 (issued as press release by the Office of Emergency Management, P.M. 252) ; 
Ethan P. Allen, FoUcies Governing Frivate Financing of Emergency Facilities, 
May ip40 to June 1^42, “Historical Reports on War Administration: War 
Production Board,” Special Study No. 12*, R, P. Patterson, A Report to the Sec- 
retary of War on the Administration of Section 124 of the Internal Revenue Law 
Relating to the Issue of Necessity Certificates (Feb. 15, 1945). 

8. Ginsburg, op, cit,, pp, 18-22, 
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facilities which were necessary to national defense could, upon 
securing a certificate of necessity, amortize the cost over a 
five-year period at the rate of 1% per cent per month in lieu 
of the ordinary deduction for depreciation based on useful 
life. If before the facilities had been fully amortized the emer- 
gency period ended or the Secretary of War or Navy certified 
that the facility was no longer necessary to national defense, 
the contractor might reopen his tax returns and recompute 
his amortization on the basis of the shorter period as thus estab- 
lished. 

The act in its original form provided that accelerated amor- 
tization would not be permitted if directly or indirectly “the 
tax payer has been or will be reimbursed by the United States 
for all or part of the cost of any emergency facility pursuant 
to any contract with the United States . . .” unless the ap- 
propriate agencies issued a certificate indicating that the gov- 
ernment’s interest in the facilities had been protected.® This 
meant that, except where a certificate of government protec- 
tion had been issued, supply contracts were to be priced on 
the basis of normal depreciation rates rather than on the ac- 
celerated rates. This pricing policy had been incorporated in 
the approved policy at the insistence of NDAC. This limita- 
tion, however, proved especially difficult to administer and 
was repealed on February 6, 1942.^® The effect of repeal was 
to place upon contracting officers the burden of insuring that 
the contractor was not reimbursed for plant at a rate in excess 
of normal depreciation or that provision was made to protect 
the interest of the government in the facilities. Procurement 
policies continued to call for the consideration only of normal 
depreciation in negotiation of price,^^ although in renegotia- 
tion the accelerated amortization was an allowable cost.^® 
Necessity certificates totaling more than $6 billion were 
issued between September, 1940 and August, 1945.®® 

9. Pub. Law No. 8oi, 76th Cong., 3d Sess., sec. 302(1), 

10. Pub. Law No. 436, 77th Cong., 2d Sess. (Feb. 6, 1942). 

11. APR, par. 238.1. 

12. RR, par. 383.2. 

13. WPB, War Production Board Facilities Actions (Sept. 15, 1945). 
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The net effect of the accelerated amortization provision was 
to give the contractor the privilege of charging off for tax 
purposes facilities necessary for the war at a high rate during 
the war when presumably profits and tax rates were high, 
and at a lower rate in the postwar years when profits and taxes 
might be lower. 

Public Financing of War Facilities 

The use of government funds to aid the expansion of manu- 
facturing facilities was another approach to the problem of 
reducing contractors’ investment risks. This was done in 
various ways, in part by making funds available for the con- 
struction of privately owned plants and in part through the 
construction of government-owned plants which were turned 
over to private industry under various arrangements for oper- 
ation. Of the new war manufacturing facilities totaling $25 
billion, over $16 billion were owned by the federal govern- 
ment. Of the new privately owned facihties of about $9 billion, 
about $815 million were financed through one type of gov- 
ernment financing or another. 

The emergency plant facility contract was developed early 
in the defense period as a means for encouraging expansion 
of privately owned facilities.^® This was known as the “bank- 
able” contract plan, since under it the contractor was able to 
assign the contract in order to borrow the necessary funds. 
The method of financing was optional with the contractor 
and was often done by loan from the Reconstruction Finance 
Corporation (RFC) . Title to the facilities was vested in the 
contractor who was reimbursed by the government in sixty 
equal payments. If the supply contracts for which the facilities 
were acquired were terminated or ran out before the sixty 
month period was completed within which the contractor 
was to be reimbursed, the monthly payments by the govern- 
ment were accelerated accordingly. Prices on supply contracts 

14. See H* B. Yoshpe, Production Co?itrol in the Quartermaster Corps, 

1944, chap, iv, for discussion of the Quartermaster’s facilities activities. 

15. Allen, op. ciu, pp. 28-41*, 5 4 H 7 ‘ . , 
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for the output of the facilities were to include no charge for 
the facilities in question. At the end of five years, or earlier if 
payments were accelerated, the contractor was completely 
reimbursed for the use of the facilities by the government. 
At this time the contractor had the option of letting title to 
the plant pass to the government or of repurchasing the plant 
from the government. The repurchase price was either at an 
option price based on cost less depreciation at predetermined 
rates or at some lower price that the government and contrac- 
tor might negotiate. This gave the contractor a method of 
financing expansion without risk to himself and left him com- 
pletely free for five years or until the end of his contracts to 
determine whether he wished to acquire the facilities perma- 
nently. This arrangement was used particularly in the early 
period but was soon replaced by the more flexible arrange- 
ments offered by the Defense Plant Corporation when it 
started operating. 

The creation of the Defense Plant Corporation (DPC) as 
a subsidiary of the RFC in August, 1940 opened a new op- 
portunity for expanding capacity with a minimum of risk to 
industry. At the request of the services DPC built industrial 
plants necessary for the war and leased these to contractors 
under a five-year lease. At the time of original negotiations an 
option price was determined at which the contractor might 
purchase the facilities at the end of the five-year period. The 
lease called for rentals of one of two types; ( i ) where the con- 
tractor would sell his entire output to the services, a rental of 
$i per year, or (2) where sales would also be made to private 
customers, a rental large enough to amortize the entire cost 
of the plant during its useful life. The DPC financed plants to 
a total value of $8 billion, most of which had some prospective 
civilian use in the postwar period. 

The second method by which new publicly owned indus- 

16. DPC was established at the recjuest of the NDAC on August 22, 1940, under 
authority of amendment to tlie original RFC Act on June 25, 1940* Pub. Law No. 
664, 76th Cong., 3d Sess. 

17. Army Industrial College, Financial Aids to Contractors^ p. 22. 
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trial facilities were financed was through construction by the 
services themselves from their appropriations. Such facilities 
were then leased to industry for operation. This method was 
used frequently in the early defense period and later where 
the facilities had no prospective civilian peacetime use. The 
War Department financed in this manner industrial facilities 
valued at over I5 billion.^® The Naty financed another $3 
billion in the same way.^® 

Financing Working Capital 

Steps taken to provide contractors with working capital 
provided another facet to the program for facilitating produc- 
tion with minimum risk to the contractor and minimum cost 
to the government. This was accomplished in several ways, 
including advance and progress payments, direct loans to in- 
dustry, government advances to industry of materials and 
equipment, steps to strengthen the credit standing of industry, 
and even the payment of excessive prices. The financing of 
contractors by intentional payment of excessive prices was 
contrary to established policies of the services. But to the extent 
that excessive profits were earned and held for any period, 
however unintentionally, the contractor was being financed 
by free government funds until the time of payment of his 
renegotiation refund. 

The services had long had authority to make progress pay- 
ments on prime contracts to an amount not in excess of the 
value of the work done, such payments to be protected by a 
lien upon the articles produced.®® In the summer of 1940 both 
the services were authorized to make advance payments on 
war contracts in an amount not to exceed 30 per cent of the 
contract price. In December, 1941 the discretion of the serv- 
ices was widened by Title II of the First War Powers Act 
which, together with Executive Order 9001, authorized the 

18. Op. cit., p. 20; Army Industrial College, Construction of New Facilities, 
pp. 116-120. 

19. Secretary of the Nzvy, Annual Report, 1945, p. A-132. 

20. 37 Stat. 32, August 22, 1911, (Navy); 41 Star. 975 (Army). 
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services “to make advance, progress, and other payments” on 
their contracts without limit whenever in their judgment this 
would facilitate the prosecution of the war.^^ Although early 
advances were made without interest charge, after the late 
spring of 1942 interest was charged at the rate of zVs per cent 
on the outstanding balance of such advances.^“ 

Advance payments and progress payments were an im- 
portant source of working capital during all phases of the 
emergency. The cumulative total of advance payments to 
contractors made by the War Department alone from 1940 to 
September, 1945 exceeded I7 biUion.®* The Navy Depart- 
ment made advances of approximately $2 billion."^ The Navy 
Department and Maritime Commission used progress pay- 
ments very largely to finance their ship construction programs. 

Advance and progress payments did not solve the whole 
problem of the working capital needs of contractors. The 
services could make such payments directly only to prime 
coirtractors. Subcontractors had to depend upon the prime 
contractor to relay to them their share of any advance. This 
procedure did not always work well. Moreover, even in the 
case of prime contractors the procedure often involved diffi- 
cult problems of administration and accounting particularly 
where a contractor held several contracts involving several 
bureaus or technical services. To solve these problems the 
Board of Governors of the Federal Reserve System issued, in 
the spring of 1942, Regulation V, which created the so-called 
“V-Loan.” By this arrangement the War and Navy Depart- 
ments and Maritime Commission were each authorized to 
guarantee a loan from a commercial bank to a prime contrac- 
tor or subcontractor whose work was “necessary, appropriate 
or convenient for the prosecution of the war” up to 90 per 

21. Pub. Law No. 354, 77th Cong., rst Sess.; 6 F.R. 6787. 

22. The Navy instituted such charges on April ii, 1942 (NPD, par. 12, 231) 
and the War Department followed on June 8 (APR, par. 321.12). 

23. Army Industrial College, Financial Aids to Contractors^ p. 40. 

24. Analysis of Navy Department Procurement in World War 11 (mimeo- 
graphed, no date), p. 35. 

25. Executive Order 9112, 7 F.R. 2367 (March 26, 1942). 
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cent of the principal. The interest charge on such loans was 
not to exceed 5 per cent. From this charge a guarantee fee, 
which depended on the percentage of the loan guaranteed, was 
paid to the government. Guaranteed loans under Regulation 
V reached a cumulative total of over 1 10 billion by the end of 
1945.^® This program did much to aid small contractors. Over 
58 per cent of the total number of guaranteed loans authorized 
were for loans of §250,000 or less.^'^ The total credit available 
at any one time under V-loans reached its peak of over |6 bil- 
lion in October, 1944.^® Authorizations were always consid- 
erably in excess of the actual loans outstanding. The latter 
reached their peak of about $2.0 billion in July, 1 944.“® 

Other steps taken to facilitate the financing of working 
capital requirements of contractors include the Assignment of 
Claims Act of 1940, which permitted contractors to assign 
their government contracts as collateral for loans; a limited 
number of loans made by the services directly to contrac- 
tors; and the practice of the services in certain cases of agree- 
ing as part of a supply contract to buy and furnish to the con- 
tractor certain specified materials or components.®^ 

Conclusion 

By these various devices much was done to facilitate the 
conversion of American industry to wartime production. By 
reducing the risks the contractors faced these devices aided in 
the negotiation of reasonable prices on supply contracts and 
went a long way toward limiting the inflationary tendencies 
arising from military procurement particularly in the early 
part of the emergency. 

26. Federal Reserve Bidletiny March, 1946, p. 245. 

27. Loc, ch, 

28. Log, cit, 

29. Log, cit, 

30. Pab. Law No. 8ii, 76th Cong,, 3d Sess. (Oct. 9, 1940). 

31. Army Industrial College, FinanGial Aids to Contractors, p. 45. 

32. Log, cit. 
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CONTRACTUAL INSTRUMENTS AND THEIR USE 

The negotiated contract provided an opportunity for adapt- 
ing the services’ purchasing arrangements to the peculiar con- 
ditions of each contractor giving due consideration to his 
facilities, know-how, financial status, efficiency, and risks. 
During World War II the services developed many types of 
contractual arrangements; in particular, they developed many 
variations of the fixed-price contract. But the objective of all 
of these arrangements was the same: to facilitate maximum 
and expeditious production of war materials by appropriate 
allocation of risks and the provision of effective incentives. 
Some of these arrangements such as the simple fixed-price 
contract and the CPFF contract were well-established meth- 
ods of contracting long before the, war. Others were com- 
pletely new to government procurement although in some 
cases they had been widely and effectively used in private 
purchasing. 

The flexibility permitted by the negotiated contract repre- 
sented a challenge to procurement officers and industry to 
work out arrangements which would further the over-all 
objectives of mobilization. The appropriateness of any type 
of arrangement depends upon the circumstances of the par- 
ticular procurement, i.e., upon the type of item purchased, the 
conditions of the contractor, the particular phase in the mo- 
bilization cycle, and the general context of controls over 
materials, manpower, wages, and prices within which it is 
used. Moreover, the effectiveness of each type of contractual 
arrangement must be analyzed in terms of the effects upon 
incentives of the excess profits tax and renegotiation. 

It will not serve our purposes to classify contractual arrange- 
ments as good or bad. The usefulness of any particular con- 
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tractual arrangement to the government and its acceptability 
to industry can be determined only in terms of the particular 
circumstances in which it is used. The purpose of the nego- 
tiated contract is to permit flexibility. It serves no good pur- 
pose, consequently, to surround the discretion of contracting 
officers with rigid rules. The problem of efficient procurement 
by the negotiated contract can be solved not by rigid rules 
on the use of particular contractual devices but rather by the 
selection of personnel experienced and trained in the methods 
and techniques of efficient purchasing. 

This chapter will outline the major contractual arrange- 
ments used by the services during World War II. Brief refer- 
ence will be made to the various “boiler plate” provisions 
required by statute or administrative order. It must be recog- 
nized that although the War and Navy Departments operated 
on the same general principles, in some cases they evolved dif- 
ferent types of contractual arrangements to deal with the same 
problems. In the beginning of the emergency contract forms 
were controlled by the Treasury. As the emergency de- 
veloped the services found it necessary to have greater free- 
dom in developing variations in their contract forms.^ As a 
result the system of uniform contract forms which had been 
built up between the wars broke down. The NDAC and its 
successor agencies exercised some unifying control, but this 
was confined for the most part to general principles. After the 
delegation of the clearance of contracts to the services in the 
spring of 1942 this control was increasingly loose.^ The 
records of the Procurement Policy Board indicate that al- 
though there was much discussion by the two services of their 
evolving contractual instruments, many differences were al- 
lowed to go unresolved. In reviewing the contractual policies 
of the services it is also important to remember that there is 
inevitably a wide difference between professed policy and 
practice. 

1. Production and Purchases Division, ASF, Purchasing Policies and Practices, 
PP' 34-35* 

2. See above, pp. 55-56. 
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Letter of Intent and Letter Contract 

The letter of intent or unpriced letter contract is essentially 
an interim device by which the contractor can be authorized 
to proceed with production before detailed contract terms 
are agreed upon.® It was used during the war where speed in 
production became so important that it was necessary to in- 
duce a contractor to acquire facilities or materials, make pro- 
vision for a labor supply, or even begin production before the 
contractual terms were agreed upon or perhaps even before 
the specifications were stabilized. It is expected that a letter of 
intent will be followed by a formal contract. In fact the letter 
of intent usually specifies the time within which negotiations 
for such a contract are to be completed. The letter of intent 
insures the contractor of reimbursement of costs incurred in 
case of termination. In some cases a maximum limit to the 
expenses to be incurred is written into the letter. Often the 
approval of the cognizant contractmg officer is required in 
advance for certain types of expenditures made by the con- 
tractor under the letter, such as machinery and equipment, or 
for each expenditure in excess of some specified amount. In 
the case of letters issued early in the war the Navy did not 
allow any profit on terminated letters. However, in the case 
of terminated letters entered into after November i, 1944 by 
either of the services, a reasonable profit might be included in 
the negotiated settlement. 

The letter of intent is primarily an emergency device. Al- 
though it was authorized and used throughout the war, its 
greatest use was during the period right after Pearl Harbor. 
During the first four months of 1942 the Navy made commit- 
ments including letters of intent and firm contracts of $8.4 
billion of which $5.3 billion were in the fonn of letters of in- 

3. The Navy Department used only the letter of intent. The War Department 
had both a letter of intent and also a letter contract. The latter was used where 
the items, quantities, and delivery schedules were known and specified but where 
there was insufficient time to negotiate the other contractual provisions. Produc- 
tion and Purchases Division, ASF, op. pp. 35-36. For the standard letter order 
forms used by the War Department see APR, pars. 1307-1311. 
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tent and I0.5 billion were contracts superseding previous 
letters.* Similarly after Pearl Harbor, the War Department 
issued instructions for more intensive use of the letter of con- 
tract “in the interest of expediting procurement.” ® 

Although the letter of intent is an excellent device for ex- 
pediting production, it is the least effective device for allocat- 
ing risks and providing incentives to efficiency. The principal 
risk which the contractor takes under a letter is the risk of 
termination. For this reason it is important that all letters 
should be converted into firm contracts as soon as possible. 
Various administrative devices were used during the war to 
encourage procurement officers to convert them.® 

Costs-plus-fixed-fee Contract 

None of the other contract forms used during World War 
II has been the subject of as much debate as the cost-plus-fixed- 
fee (CPFF) contract. It, along with the cost-plus-percentage- 
of-cost (CPPC) contract, had been prominent in World War 
I.'^ But the CPPC contract was held responsible for much of 
the inefficiency and profiteering of that war and was conse- 
. quently forbidden as early as May, 1918.® During World War 
II the CPPC contract was illegal from the beginning.® Early 
in the emergency, however. Congress gave the services power 
to negotiate CPFF contracts first for construction of overseas 
bases by the Bureau of Yards and Docks, then for continental 
construction by the Quartermaster Corps, and later for other 
procurements. By the time of Pearl Harbor the CPFF contract 
was well established as an instrument of policy. Although the 
First War Powers Act specifically prohibited the use of the 
CPPC contract, it did authorize the CPFF contract with a 
maximum fee of seven per cent of the estimated cost.*® 

4. H, S. Hensel, Affidavit in TJS. v. Alexander Wool Combing Co., p. 8. 

5. War Department, R & C. General Directive No. 88, Dec. 17, 1941. 

6. NPD, pars. 11,171-11,174; APR, par. 303A. 

7. J. Franklin Crowell, Government War Contracts, p. ^6. 

k p- 32. 

9. See above, p. 87. 

10. Pub. Law No. 354, 77th Cong,, ist Sess. 
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The typical CPFF contract provides that the contractor 
will be reimbursed to the extent of total allowable costs in- 
curred in the performance of the contract plus a specified 
fee.^^ The content of “allowable costs” is specified in the 
contract in detail or by reference to some general statement of 
cost principles such as the statement of allowable costs promul- 
gated by the Treasury under the Vinson-Trammell Act (gen- 
erally referred to as T.D. 5000 or “the green book”)/^ The 
fixed fee is specified in dollar terms and during the war gen- 
erally could not exceed seven per cent of the estimated cost of 
performance of the contract exclusive of the fee. In some cases 
an incentive fee system is used, e.g., where the fee increases if 
costs are cut below the estimate or if delivery schedules are 
exceeded. The contractor is required to keep detailed records 
of his costs on the contract and is generally required to have 
the prior approval of the cognizant contracting officer for cer- 
tain specified expenditures, such as all expenditures for equip- 
ment and expenditures on subcontracts or for purchase of 
material over a certain amount. The allowable costs are sub- 
ject to review first by the contracting officer and later by the 
Comptroller General. The extent to which the services re- 
viewed operations and expenditures during World War II var- 
ied as between different bureaus and technical services. In some 
cases the review was confined to the question of whether an 
expenditure was “allowable.” In other cases the services made 
elaborate studies of production and purchasing policies and 
brought considerable direct pressure to bear to improve these 
policies and reduce costs. The AAF had developed a particu- 
larly elaborate system of review. The decisions on “allowable 
costs” by the Comptroller General and the General Account- 

11. For general discussion of the CPFF contract see Rear Adm. B, MoreeH, 
Notes on the Uses of the Cost-Flus-a-Fixed-Fee Fonn in Government Coiitracts 
and Production and Purchases Division, ASF, op, cit,y pp. 228-286. 

12. See Treasury Decision Internal Revenue 5000. The Navy adapted T.D, 
5000 for most CPFF contracts. The AAF adopted it for early contracts, but later 
contracts of the AAF included additional language. Army procedures vFere later 
consolidated into TM 14-1000, “Administrative Audit Procedure for CPFF Sup- 
ply Contracts” (April i, 1944). See Office of the Fiscal Director, History of 
Fiscal Services 1^40-1^4^ (War Department Historical Files), chap, xliv. 
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ing Office have given rise to much controversy to which both 
the services and industry have been parues. The danger that 
expenditures will be disallowed by the Comptroller General 
even after approval by the services constitutes one of the prin- 
cipal risks of this contract form. 

The CPFF contract is useful in a variety of circumstances. 

It has been widely used in construction contracts and for large 
production contracts, especially in the case of ships, aircraft, 
and ordnance. It has also been used on many research and de- 
velopment contracts. In the case of the latter, a special no- 
fee” or “cost” contract has been devebped for use with non- 
profit seeking organizations such as universities. This yanation 
on the CPFF contract provides for reimbursement of costs 
only In some such cases a nominal fee is provided to cover cer- 
tain costs which are “disallowable” under the usual rules but 
which the services feel the universities should not be forced to 
bear. The Navy has been using a special type of CPFF con- 
tract on its research and development contracts in which cer- 
tain costs, e.g.j labor and materials, are reimbursed on the basis 
of actual costs incurred, while burden and overhead rates are 
negotiated periodically on the basis of past experience. This 
reduces the cost problem materially and is especially useful in 
the case of small contracts with firms whose cost-accounting 
systems are not adequate to the segregation of overhead and 
burden on individual contracts. 

Despite continuous criticism by Congress the CPFF con- 
tract was an integral and useful part of the procurement pro- 
gram during World War II and is likely to be continued over 
into peace. Table I indicates the importance of CPFF con- 
tracts of $io million and over in relation to all contracts of 
$io million and over for the period June, 1940 to December, 
1944. During this period CPFF contracts represented 30 per 
cent of the total number of contracts of $10 million and over 
and 45 per cent of the total value of such contracts. These 
figures, however, overstate the importance of the CPFF con- 
tract in the total procurement program since it was more fre- 
quently used for large procurements than for small. It has 
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Table I 

COST-PLUS-FIXED-FEE WAR SUPPLY CONTRACTS 
OF fio MILLION AND OVER* 

Number and Value by Agency and Period of Award 
June 1940-December 1944 


Value 

Number (Millions of Dollars) 


Agency and 

Award Period 

All 

Contracts 

CPFFAs 

Per cent 
o f All 
Contracts 

All 

Contracts 

CPFFAs 
Per cent 
of All 
Contracts 

All Agencies — Total 

2,646 

sort 


454 

1940-1941 

524 

347 

17,642.5 

457 

January-June 1942 

529 

35.0 

25 , 353-0 

51.8 

July-December 1942 

383 

31-3 

18,149.0 

42.8 

January-June 1943 

441 

27.2 

18,397.7 

41. 1 

July-December 1943 

322 

27.6 

n, 705-4 

47-9 

January-June 1944 

3 i <5 

25.9 

15,218.2 

41-5 

July-December 1944 

131 

26.0 

4,031.2 

39.8 

Army — T otal 

h 490 

Su6 

70,525.6' 

46.6 

I 940- I 94 I 

270 

41.9 

10,038.7 

544 

January-June 1942 

287 

34-5 

15,854-5 

507 

July-December 1942 

244 

29.5 

12,168.6 

42.4 

January-June 1943 

257 

26.8 

",773-8 

42.1 

July-December 1943 

185 

28.1 


46.9 

January-June 1944 

186 

24.7 

11,026.2 

' 43-5 

July-December 1944 

61 

32.8 

2,092.3 

43.8 

Navy — Total 

S84 

304 

31,211.6 

4^4 

I 940-1 941 

181 

30.4 

6,377.0 

35-0 

January-June 1942 

184 

35-3 

6,932.2 

53*1 

July-December 1942 

1 10 

33-<5 

4,996.9 

40.5 

January-June 1943 

124 

25.8 

4,081.8 

27.9 

July-December 1943 

118 

31.4 

3,786-9 

544 

January-June 1944 

105 

30.5 

3,383.0 

38.0 

July-December 1944 

62 

17.7 

1,653.8 

324 

Maritime Cormnission 
— T otal 

251 

28,0 

SaIS-9 

49‘5 

I 940- I 94 I 

72 

19.4 

',213-3 

29.9 

January-June 1942 

57 

36.8 

2 , 55 < 5-5 

55-0 

July-December 1942 

28 

39-3 

967.4 

60.9 

January-June 1943 

58 

32.8 

2 , 453-3 

59-5 

July-December 1943 

17 


313.1 


January-June 1944 

20 

20.0 

729-5 

31.6 

July-December 1944 

5 

60.0 

241. 1 

62.2 

Treasury *'* — Total 

15 


285,1 

— 


* Excludes awards for foodstuffs, construction, and production facilities. 

** All Treasury contracts have been reported as fixed-price. 

Source: WPB, Bureau of Program and Statistics, Cost-flus Supply Contracts 
in the War Frogram (March 8, 1945), Table L 


128 Tricing of Military Trocuremenn 

been estimated that “in terms of the value of ail contracts, the 
proportion of cost-plus-fixed-fee contracts would be about 30 
rather than 45 per cent; in terms of numbers the proportion is 
neghgible.” 

The period of greatest use in both absolute and relative 
terms was in the first six months of 1942, right after Pearl 
Harbor. Thereafter, the use of the CPFF contract declined 
continuously except for the period July to December, 1943. 
During this period the percentage of CPFF contracts in- 
creased because fixed-price contracts declined at a greater rate 
than CPFF contracts especially in the AAF and the Bureau of 
Aeronautics. The bulk of the CPFF contracts were awarded 
in the War Department by the AAF and Ordnance and in the 
Navy by the Bureaus of Aeronautics, Ships, and Ordnance. 

The reasons for using CPFF contracts are several. Often 
they are used because of the need for speed in placing con- 
tracts despite uncertainty concerning specifications. This 
was true in the early part of the emergency of many of the 
construction contracts for overseas installations and for train- 
ing facihties in this country. Uncertainty of specifications is 
also a common characteristic of many research and develop- 
ment contracts. Even in the case of production contracts 
where the specifications are relatively stabilized, it is often true 
that there is great uncertainty concerning costs in the early 
stages of production especially when a contractor takes a large 
contract to produce items he has not produced before. This 
may arise from instability in wage and material costs or from 
uncertainty concerning the probable trend of productive effi- 
ciency. Although the services developed other techniques for 
dealing with these uncertainties as the war progressed, such as 
escalation and redetermination clauses, these considerations 
seem to have accounted for many of the earlier contracts, 
especially for aircraft. Another consideration which was im- 
portant in the case of aircraft was the risk to the contractor 
resulting from the large size of his contracts in relation to his 

13. WPB, Bureau of Program and Statistics, Cost-Plus Supply Contracts in 
the War Program, June 1940-December 1944 (March 8, 1945), p. i. 
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capital. In some cases active contracts were as much as one 
hundred times as large as the contractor’s capital investment. 
Under these circumstances a small error in negotiating a fixed 
price might wipe out the contractor’s entire investment. Again 
other contractual arrangements developed by the services in 
the later stages of the war might have protected the contractor 
against some such risks. Finally, the CPFF contract proved 
very useful in the case of government-owned-contractor- 
operated (GOCO) plants, where the contractor was remu- 
nerated for his services by the payment of costs plus a fixed fee 
for operations. Despite much criticism of the CPFF contract 
in general and many attempts to eliminate it, the use of this ar- 
rangement in the case of GOCO plants was never seriously 
questioned. 

While Congress specifically authorized the use of the CPFF 
contract, Congress and the public has always looked upon it 
with grave misgivings.^^ Many of the shortcomings of the 
procurement program have been attributed to it. The services 
have been called to account repeatedly for using it and on sev- 
eral occasions proposals were made to prohibit its further 
use.^® For this reason among others those responsible for top 
policy within the services have attempted to limit its use while 
at the same time insisting before Congress that its use should 
not be prevented altogether.’^® 

The usual criticism of the CPFF contract was that it failed 
to provide incentives to productive efficiency. This, of course, 
could be remedied. In fact the Bureau of Ships used an in- 
centive scheme from an early date and the War Department 
Procurement Regulations eventually provided for similar 
schemes.’’^ But the legal upper limit on the fee of seven per 
cent of estimated costs circumscribed narrowly the limits 
within which incentive fees might be used. Moreover, it still 

14. 88 Cong. Rec. 3586-3595; 89 Cong. Rec. 7834. 

15. 87 Cong. Rec. 4908-4910; 89 Cong. Rec. 7697 (S. Res. 80, 78th Cong., ist 
Sess.; H.R. 3523 and H.R. 3558, 78th Cong., ist Sess.). 

16. Letter from Brig, Gen. B. Somervell and Robert P. Patterson, 87 Cong. Rec. 
4908-4909. 

17. APR, par. 378, 
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remained true that the CPFF contract provided an incentive 
to keep up costs on one contract in order to establish higher 
estimated costs and therefore high fees on subsequent con- 
tracts. Furthermore, knowledge that the contractor was oper- 
ating on a CPFF contract was often destructive of morale 
within the plant, especially the morale of the foremen and 
superintendents. The services themselves had other reasons 
for discouraging the use of the CPFF contract. One, of course, 
was the fact that it led to constant public and Congressional 
criticism. Another reason was the administrative burden 
which it imposed on the services to approve expenditures 
under the contract and to audit the accounts.^® The services 
were faced with a serious shortage of competent accountants. 
Finally, since such contracts raised many more questions of 
interpretation than the various alternatives, the administration 
of such contracts was more likely to be questioned by the 
General Accounting Office and the settlement reopened. This 
meant uncertainty for the contractor and delay in settling ac- 
counts, both of which were conducive to confusion and ill 
will. 

For these reasons there was intermittent pressure from top 
policy makers in the services to convert existing contracts to 
some type of fixed-price contract and to reduce the number 
of new ones negotiated. In these attempts they were only 
partially successful.^® The greatest difficulty seems to have 
arisen in connection with contracts awarded by the AAF. 
The problems of conversion arose in part from the fact that 
some contractors themselves seemed happy with their rela- 
tively riskless contracts. Moreover, for a long time the Gen- 
eral Accounting Office appeared to require a shut-down to 
take physical inventory and to set up such other conditions on 
conversions that the contractor could not be sure that con- 
version would relieve him of further audit by the General 
Accounting Office. These difficulties were not ironed out 

1 8, NPD, par. 10,551. 

19. For detaUed discussion of such attempts in the War Department see 
Production and Purchases Diviaon, ASF, op. cit., pp. 228-286. 
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until the spring of 1945, when the Under Secretary of War 
ordered the conversion of all CPFF contracts except those for 
research and development, imtial production contracts for 
items not previously produced, GOCO contracts, and con- 
tracts for services.^” Before this program had proceeded very 
far V-J Day had arrived and wholesale terminations were in 
order. 

The fees actually allowed on CPFF contracts varied widely. 
As has been pointed out, fees were based on estimated costs 
exclusive of the fee. The Bureau of Yards and Docks, which 
had been authorized to pay fees up to 10 per cent of the esti- 
mated costs for its advanced bases, actually awarded its three 
initial contracts for bases in the Pacific Islands, Alaska, and 
San Juan at 6 per cent, 5.83 per cent and 5.607 per cent of 
estimated costs respectively.^^ The total estimated cost includ- 
ing fees of all CPFF contracts awarded by the Bureau of Yards 
and Docks from August 5, 1939 to September 30, 1943 was 
$3,987 million. These were awarded at fees which averaged 
2.84 per cent of the estimated costs.^^ In the early stages of the 
war the fees on the contracts of the AAF generally reached 
the statutory limit of 7 per cent of estimated costs, but they 
were subsequently reduced to 4 per cent as the volume of 
awards increased.^® The fees for Army Ordnance contracts 
varied depending on the circumstances, the efficiency, risk, 
financing, etc. They ranged from 6.2 per cent of actual cost 
for GOCO smokeless powder plants, to 1.3 per cent of esti- 
mated costs for large GOCO shell-loading plants.^^ A fre- 
quent arrangement in the early ship contracts was a fee of 3 
per cent of estimated cost with a bonus for lowering costs or 
anticipating the scheduled delivery date, which might go up 
as high as an additional 4 per cent of estimated costs. In later 

20. Memorandum from Under Secretary of War to Commanding General, 
ASF, and Commanding General, AAF, March 8, 1945 reproduced in 

pp. 254-255. 

21. Moreeii, op. p. 52. 

22. Ibid.^ p. 78. 

23. Production and Purchases Division, ASF, op. cit.^ p. 260. 

24. lbid.y p. 263. 
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ship contracts the maximum bonus was cut to 2 per cent.^® 
Since costs were extremely difiScult to estimate in the circum- 
stances in which the CPFF contract was typically used, it is 
not surprising to find that estimated costs and actual costs usu- 
ally differed considerably. In consequence, profits as a per- 
centage of actual costs were often far above 7 per cent. How- 
ever, CPFF contracts like other contracts were subject to 
renegotiation.^® 

The merits of the argument that CPFF contracts are con- 
ducive to inefficiency are by no means established. In logic 
they seem persuasive. But there are many who have defended 
the contrary thesis with considerable vigor. The available 
evidence on the matter is not conclusive.^’^ The problem of 
efficiency is a relative matter, and, as will appear later, even 
in logic the merits of fixed-price contracts as actually admin- 
istered during the recent war are much less convincing than 
the uninitiated might imagine. Such efficiency as the CPFF 
contract attains, except in the case of contracts with incentive 
fees, must result from the direct pressures of those administer- 
ing the contract for the services and from the basic drive of 
American industry to excel in productive efficiency. Appar- 
ently the AAF devised the most elaborate procedures for 
administering CPFF contracts, for reviewing prices on pur- 
chased materials and parts, and for bringing direct pressures 
upon contractors to improve their efficiency. An extensive and 
unbiased survey of the different techniques used by various 
bureaus and technical services to encourage efficiency under 
these contracts would be desirable. This might suggest ways 
to improve the administration of CPFF contracts in the future. 
Moreover, it might shed light on the controversy as to the 
relative merits of CPFF and other contractual forms, a con- 

25. Army Industrial College, Contract Tricing: Principal Developments , 
p. 125. 

26. RR, par. 332.4. 

27* For examples in the production of aircraft engines and propellers of lower 
costs by CPFF contractors than by fixed-price contractors producing identical 
items see Army Air Yotcqs, Purchasing Policies, Controls and Procedures Affect- 
ing AAF Material (War Department Historical Files), p. 28. 
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troversy which has been waged to date largely in the realm of 
pure speculation. 

Fixed-price Contract 

The mobilization plan promulgated in the 1 9 3 o’s had called 
for two basic types of contracts: the fixed-price contract for 
standard civilian items and the adjusted compensation contract 
for all military items.^® The latter was a cost contract in which 
the fee was to be some predetermined percentage of the value 
of capital investment devoted to the contract. This contractual 
form raised all the problems of accounting and auditing as- 
sociated with the CPFF contract together with the question 
of determining the value of the contractor’s capital and the 
proportion thereof applicable to the contract. These plans 
were abandoned early and much of the energy of the services 
was devoted to trying to adapt tlie fixed-price contract to ail 
items, specialized military goods as well as civilian products. 

Industry and the services alike were agreed that the CPFF 
contract was not feasible for the mass of contracts because of 
the accounting burden which it placed on both parties and the 
problem of review by the General Accounting Office. Be- 
yond this the objectives of industry and the services diverged. 
Many contractors sought a contract which approached as 
closely as possible the CPFF contract in its risklessness but 
carried the higher profit associated with risk-taking. While 
the services were willing to assume many of those risks over 
which the contractor had no control, they sought a fixed-price 
contract which had sufficient pricing risk to provide incentive 
to efficiency and at the same time would not yield profits 
which were too excessive when viewed at the completion of 
die contract. The result of this conflict of interest was a wide 
variety of contractual forms in which risks, rewards, and in- 
centives were mixed in various ways. It is not an exaggeration 
to say that as a result we came closer than is generally realized 
to financing this war on a disguised CPPC basis. 

28. See above, pp. 41-42, 
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The basic problem in the negotiation of the fixed-price con- 
tract arises from uncertainty concerning costs. In part this is 
due to the lack of adequate cost systems for determining costs 
on past production. The services found and OP A has since 
confirmed that many firms, in fact most firms in terms of 
number, do not have accounting systems which permit the 
accurate estimate of unit costs on a product or item basis. If 
firms cannot tell what it has cost to produce their customary 
items in the past, how much more difficult it is to estimate 
future costs! In the early stages of the war these difficulties 
were accentuated by the multiplicity of new products and 
changing specifications and by the fact that many firms called 
into production had not had previous experience in producing 
even the conventional military items. Moreover, most firms 
were experiencing an unprecedented increase in volume 
which was certain to affect their costs, although there was by 
no means agreement as to the direction and extent. In addition, 
there was uncertainty concerning the probable trend of wage 
rates and raw material costs, the extent to which a prime con- 
tractor would subcontract, and the terms of such subcon- 
tracts. Even in the later stages of the procurement program 
many of these problems remained: new products were being 
produced, the future volume and its composition as between 
high-profit and low-profit items was uncertain, and many 
firms still did not have adequate records of past costs. 

Simple Fixed-price Contract. In view of the uncertainties 
concerning costs, the simple fixed-price contract could not 
be used much except for the purchase of stock items or for 
items to be produced in a short period of time. It was used, 
however, for many emergency purchases and small purchases 
of clothing and provisions as well as small purchases of many 
standard commercial items produced for stock. Although the 
total number of such contracts and purchase orders were un- 
doubtedly large, their value was unquestionably relatively 
small. 

29. OPA» Accounting Department, Cost Accomtmg Records in Industry 
(June 30, 1946), pp. iii-iv* 



Co 7 itr actual Instruments 135 

Escalation for Material and LaUor Costs. From an early 
period in the emergency the policy was adopted of including 
an escalation clause in many fixed-price contracts which was 
designed to protect the contractor in part against increases in 
wage rates and in material costs which were not within his 
control. This was particularly important prior to the imposi- 
tion of price and wage controls in 1942.®® Many of the early 
contracts included a provision whereby the price was in- 
creased automatically by a specified factor which was depend- 
ent upon the change in some index of material prices and wage 
rates.® ^ Some of the early clauses, especially those used for 
ships, proved to be defective in that they provided for an ap- 
plication of the wage index to the contractor’s actual wage 
bill, which itself already included the effect of increased wage 
rates, rather than to his deflated wage bill.®^ 

The theory of escalation in this early period was that cer- 
tain risks of cost increases were not within the control of the 
contractor and that the government would find it less expensive 
to assume these risks directly through a special escalation clause 
than to provide a contingency factor in the price of the con- 
tracts. The escalation clause provided reimbursement only if 
the risks actually materialized, and then only to the extent of 
the actual increase as calculated by the formula. But in order 
to encourage the contractor to use his labor and materials effi- 
ciently and discourage him from bidding up prices and wages 
unnecessarily, these clauses sought to tie escalation to some 
general index which was pertinent to the risks at hand but not 
too much influenced by the policies of the contractor in 
question. 

As direct controls of wages and material prices were ex- 
tended during 1942 the justification for such general escalation 

30. For discussion of some of the early escalation clauses and industry’s experi- 
ence therewith see National Industrial Conference Board, Escalation Protection 
in Contracts (March 19, 1941). 

31. For discussion of these clauses see OPA, Escalator Clauses in War Con- 
tracts^ “Price Policy Series,” No. 3 (Jan., 1942) . See also War Department, P. and 
C. General Directive No. 48 (Sept. 17, 1941) and No. 86 (Dec. 17, 1941); War 
Department, Proc. Reg. lo-T (April 30, 1942). 

32. NPD, par. 17,301. 
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disappeared. In the statement of principles adopted by the 
Tryon Conference in November, 1 942 it was stated that “esca- 
lator clauses based on indices should no longer be used.” 
With the development of OPA controls, however, there was a 
tendency to ask for clauses which would provide for automatic 
increases in contract prices with increases in OPA ceilings. 
The use of such automatic escalation was resisted. The Tryon 
Conference concluded that “provisions for automatic price 
increases based on costs of specific items or on OPA ceiling 
should not be allowed unless the Government controls the 
actual price of items and not merely the maximum price.” 
Moreover, the Procurement Policy Board agreed unanimously 
in June, 1943 to eliminate escalator clauses which were tied to 
OPA ceilings®® and reaffirmed this policy the following 
year.®® This policy was based on the theory that in many cases 
the services were able to buy below OPA ceilings. An excep- 
tion to the general policy was made in the case of several items, 
notably lumber, steel, coal, and petroleum, where automatic 
escalation was permitted by the amount of the increase in the 
OPA ceiling prices.®'^ Likewise, in the case of products in- 
volving rubber as an important material automatic escalation 
was permitted as changes were made in the sales price of rub- 
ber by the Rubber Reserve Corporation.®® 

As an alternative to automatic escalation where price or 
wage ceilings were increased by action of a government 
agency such as OPA or WLB, the services provided for “ne- 
gotiated escalation.” Under this scheme if ceiling prices were 
increased by OPA action or wage costs through the action of 
WLB, either the contractor or the contracting officer might 
initiate a reopening of the contract price. Thereupon, the 
two parties would negotiate an equitable adjustment which 
might call for a greater or lesser change in the contract price 

35. Army Industrial College, Op, p. 140. 

34. Loc. cit. 

35. Procurement Policy Board, Minutes^ June 2, 1943. See also APR, par. 1232. 

36. Procurement Policy Board, Minutes^ March 29, 1944. 

*7n4i-i7.3S4. i7<37i-i7.375; APR, par. 351 . 

38. APR, par, U3 2.2, 
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than the change in the contractor’s costs.®® This made it pos- 
sible for the services to force the contractor to absorb some or 
all of the increased costs when it appeared that his over-all 
position made this possible. It was the general policy of the 
services to permit escalation only in circumstances where the 
contracting officer was satisfied that the contractor had ex- 
cluded from his price all or substantially all contingency al- 
lowances for the putative increases in costs. 

Maximum-price Contracts. One important variation on the 
fixed-price contract used by both the War and Navy Depart- 
ments is the maximum-price contract which provides tor a 
single downw^ard redetermination of price after a certain 
period of time or, more frequently, after production of a 
specified portion of the contract. This type of contract is 
used where circumstances are such that accurate cost estimates 
are not possible at the time of award but can be obtained after 
an initial test run. In some cases the redetermined price is ap- 
plicable only to the undelivered portion of the contract, while 
in others it applies retroactively to the delivered portion as 
well. Typically the contract calls for negotiation of the re- 
determined price without limit as to allowable profit, although 
in some cases the dollar profit to be allowed is specified in the 
contract.'^® This later procedure was proposed in the early 
part of the war as a means of providing an incentive to cost 
reduction. Experience indicated in many cases that the re- 
determined prices were often substantially lower than the 
maximum price, so that a dollar profit which appeared ap- 
propriate for the latter price appeared excessive for the former. 
Consequently, this procedure was not used much. This proce- 
dure should be useful as a cost reducing device, however, 
where initial prices can be negotiated on a more reasonable 
basis. When a maximum price contract was used, however, 
an attempt was generally made to reward the contractor with 

39. See, for example, the so-called Forrestal War Labor Board clause (NPR, 
pars. 17,361-17,365). This type of clause was used frequently on textile and cloth- 
ing items as protection against increases in OPA ceilings on materials. 

40. See NPD, par. 10,552 and pars. 10,568-10,569. Proc. Reg. lo-T (April 30, 

1942)- 
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a higher profit in proportion to his effectiveness in reducing 

costs. 

The decision as to the point in the contract at which the 
redetermination should be made is particularly important. If 
made too early in the contract, costs are influenced unduly by 
high starting costs and the difficulty of estimating costs for 
future delivery is correspondingly great. If price is redeter- 
mined late in the contract, the price risk of the contractor is 
reduced and the incentives to efficiency are ineffective. The 
problem is complicated by the fact that the compilation of 
data and negotiation of the redetermined price take time. At 
the time of final redetermination the data is often already out 
of date. During the war policy varied, but in general an at- 
tempt was made to effect redetermination at some point be- 
tween 2 5 per cent and 40 per cent of the completion of the 
contract. If price was not redetermined until after the com- 
pletion of the contract, there was the danger that the General 
Accounting Office would interpret the contract as violating 
the statutory prohibition of cost-plus-percentage-of-cost con- 
tracts. 

The difficulty of the maximum-price contract is the basic 
problem of how to negotiate reasonable prices with real in- 
centives in the face of uncertainties concerning costs. It is dif- 
ficult when redetermining prices to avoid pricing on a dis- 
guised cost-plus-percentage-of-cost basis. There is a natural 
tendency at the time of redetermination to be liberal in esti- 
mating future costs and to arrive at the redetermined price by 
applying to these liberally estimated costs an allowance for 
profits in line with renegotiation allowances. To the extent 
that the contractor expects the services to follow this proce- 
dure his incentives to cost reduction are weak. The services’ 
great problem with the maximum-price contract is to convince 
the contractor that they will not set redetermined prices on 
an estimated cost plus conventional profit but that they will 
allow greater dollar profit for greater success in increasing 
efficiency. A further limitation of the maximum-price con- 
tract, in the case of contracts running for a long period, arises 
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from the fact that at the time of redetermination future risks 
may still appear large and the corresponding cost estimates 
may include sizable contingencies. For these reasons, among 
others, the War Department was led during the war to devise 
a series of more elaborate price adjustment clauses. 

War 'Department Price Adjustment Clauses. To carry out 
the principles established at the Tryon Conference for close 
pricing on fixed-price contracts the War Department devel- 
oped an elaborate array of price adjustment clauses which pro- 
vided for adjustment of prices upward was well as downward 
and provided for periodic adjustment as well as a single ad- 
justment. These clauses went through some changes between 
the early part of 1943 and the close of the war.'*^ The main 
features, how'ever, are relatively simple. These clauses were 
used extensively by the War Department but were never 
adopted by the Navy. In fact the Navy as a matter of policy 
never approved any price-adjustment arrangement which 
called for upward adjustment of price without consideration 
except where it was necessary to insure supplies.^^ 

The broad objective of these price-adjustment articles was 
to provide a kit of tools which could be adapted to various 
conditions and which would permit risks to be shifted from 
the contractor to the government wherever these risks arose 
from abnormal, war-caused uncertainties and hazards over 
which the contractor had no control.^® It was hoped thereby 

41. See 9F.R. 1344-1362 (Feb., 1944) and 9F.R. 4842-4857 (May, 1945). 

42. The First War Powers Act (Pub. Law No. 354, 77th Cong., Dec. 18, 1941) 
and Executive Order 9001 (6 F.R. 6787, Dec., 1941) authorized the services to 
amend and modify contracts without reference to existing provisions of the law 
“whenever he deems such action would facilitate the prosecution of the war.” 
The War Department took the position that this permitted upward adjustments 
of prices without consideration in accordance with their price articles which 
were designed to effect close prices which in turn “would facilitate the prosecu- 
tion of the war.” In the case of ail upward adjustments without consideration the 
Navy Department took a more rigorous interpretation of the requirement that 
the contract amendment must “facilitate prosecution of the war.” It required a 
showing that failure to make such upward adjustment would prevent the con- 
tractor from fulfilling his contract and thereby threaten delivery of necessary 
supplies. 

43. For a discussion of the basic thinking behind these clauses see G. A. Lloyd, 
Law and Conte 7 nporary Froblemsy X, 235-261. 
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to facilitate the negotiation of close prices from which sub- 
stantially all contingency allowances had been eliminated. 

Table II gives a quick view of the various clauses as they had 
been developed and perfected by the spring of 1945. Forms 
I-A, I-B, and I-C provided for periodic repricing either up- 
ward or downward at fixed intervals. Prices set thereunder 
were to be based on cost projections for a single pricing period. 
Under Forms I-A and I-B the price revisions applied only to 
future deliveries and the price set in the contract for the first 
period was not subject to revision. These articles could be ap- 
plied only in cases where there was sufficient cost experience 
to enable reasonably accurate cost projections for the first 
period. Where this was not possible, Form I-C was in order. 
Forms II-A and II-B provided for optional price adjustments 
at the initiative of either the government or the contractor with 
specific limitation as to the frequency of revision. Under 
Form II-A price revisions were to be applied to prospective 
deliveries only, while under Form II-B the prices for the first 
period might be changed retroactively. 

These general forms were designed to make it possible to 
review prices and costs frequently and to adjust prices, espe- 
cially prospective prices, in the light of changing circum- 
stances. Their effectiveness depended upon the slall of the 
procurement officer in analyzing the causes of changes in costs 
and using this analysis in negotiation. If these forms were to 
be used to encourage efficiency, the contracting officer had to 
distinguish between changes which were within the control 
of the contractor and those which were not and administer 
appropriate rewards for efficiency resulting from control of 
the former. Failure to accomphsh this meant that these clauses 
would result in a disguised form of cost-plus-percentage-of- 
cost contracting. Their effectiveness depended, then, upon 
highly competent cost analysis and negotiation. 

The other forms included in Table II need little comment. 
Form III represented the War Department’s approach to ret- 
roactive wage increases by the "V^B. Prospective wage in- 
creases could be handled adequately under Forms I-A, I-B, 
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Table II 

WAR DEPARTMENT PRICE REVISION ARTICLES 
(Adapted from Table in APR, par. 370.5) 

Effect of Article Conditions for Use 


FormI~A 

Upward or downward 
price revision negotiated 
at fixed periods, with 
prospective effect only. 


Form l-B 

Upward or downward 
price revision negotiated 
at fixed periods, with 
prospective effect only 
and with first period 
price based on experi- 
ence tinder prior con- 
tract for same or similar 
item. 


Applicable to 

F articular Article 

1. Contract is such 
that both parties should 
be bound by price for 
the first period. Pricing 
periods range from 3 to 
4 months in length. 

2. Price is based on 
projections not extend- 
ing beyond end of first 
period. 

3. Periods should con- 
form with operation of 
contractor’s cost ac- 
counting system and 
need not be of equal 
length. 

4. Periods may be 
measured in time or pro- 
duction or delivery of 
items. 

1. Production under 
prior contract will con- 
tinue to beginning of 
production under new 
contract. 

2. Where new con- 
tract is of short duration, 
it may constitute one 
period. 

3. Price is based on 
projections wiiich do 
not extend beyond end 
of first period. 

4. Periods should con- 
form with operation of 
contractor’s cost ac- 
counting system and 
need not be of equal 
length. 

5. Periods may be 
measured in time or 
production or delivery 
of items. 


Applicable to all Form 1 

and Form II Articles 

1. Contract is fixed 
price contract for sup- 
plies or services. 

2. There is an absence 
of competition as that 
term is defined in para- 
graph 371. i (2). 

3. Price is negotiated on 
understanding that partic- 
ular article is to be in- 
cluded in contract and is 
a close price containing 
substantially no contin- 
gency charges. 

4. Contractor employs 
proper estimating meth- 
ods. 

5. Contractor’s cost ac- 
counting system is suflS- 
ciently reliable and accu- 
rate for proper operation 
of article. 

6. One article is not to 
be substituted for another 
without express author- 
ity. 

7. Alternative provi- 
sions for disagreements 
are provided. See para- 
graphs 372.2, 372.8, 373.2 
and 373.7. 
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Effect of Article 


Conditions for Use 


form l-C 

Upward or downward 
price revision negotiated 
at fixed intervals, with 
retroactive revision at 
end of first period and 
prospective revision 
thereafter. 


1. Contract is such 
that neither party should 
be bound by price for 
first period. First period 
not to extend beyond 
40% of production un- 
der contract. 

2. Price is based on 
projections not extend- 
ing beyond end of first 
period. 

3. Periods should con- 
form with operation of 
contractor’s cost ac- 
counting system and 
need not be of equal 
length. 

4. Periods may be 
measured in time or pro- 
duction or delivery of 
items. 

5. Article may pro- 
vide for one repricing, 
both retroactive and 
prospective, in appro- 
priate cases. 


Form ll-A 

Upward or downward 
price revision negotiated 
upon demand of either 
party, with prospective 
effect only, and subject 
to specified limitations 
on frequency of de- 
mands. 


Form U-B 

Upward or downward 
negotiated price revi- 
sion, with first period 
fixed and subject to ret- 
roactive revision, and 


1. Contract is such 
that both parties should 
be bound by initial 
price. 

2. Price is based on 
projections extending 
over life of entire con- 
tract, taking into ac- 
count reasonably ex- 
pected cost decreases. 

3. Date before which 
first demand cannot be 
made is specified. 
Ninety-day limitation 
effective thereafter may 
be varied by chief of 
technical service. 


1. Contract is such 
that neither party should 
be bound by initial 
price. 

2. Price is based on 
projections not extend- 
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Effect of Article 

with prospective revi- 
sion thereafter upon de- 
mand of either party, 
subject to specified limi- 
tations on frequency of 
demands. 


For?n 111 

Negotiated price re- 
vision in event of retro- 
active changes in wages, 
salaries or employment 
conditions ordered or 
authorized by War La- 
bor Board or any other 
authorized Government 
Agency. 


Conditions for Use 

ing beyond completion 
of initiai portion of 
contract. 

3. Ninety-day limita- 
tion on frequency of de- 
mands may be varied by 
chiefs of technical serv- 
ice. 

4. Percentage figure 
in paragraph (b) (i) of 
article to be kept as low 
as possible and never is 
to exceed 40%. 


1. Contract must contain one of the Form I or 
Form II price revision articles. 

2. Price must contain substantially no charge for 
changes in wages, salaries or employment conditions. 


Form IV 

Downward price re- 
vision negotiated upon 
contracting officer’s de- 
mand after completion 
or termination of con- 
tract. 


Form V 

Downward or limited 
upward price revision 
negotiated after comple- 
tion or termination of 
contract. 


For??i VI 

Upward or downward 
price revision negotiated 
upon happening of spec- 


1. Contract amount is 1 100,000 or less. 

2. Initial price bears reasonable relationship to ex- 
pected final price under contract. 

3. Items are strictly developmental or experimental 
in character. 

4. Contractor’s cost accounting system is sufficient 
to show costs under contract. 


1. Maximum price does not exceed Si, 000, 000. 

2. Contract calls for experimental or develop- 
mental items or services for tests in laboratories or 
field operations or similar experiments. 

3. Form 1 -C or II-B cannot be used in contract. 

4. Price is as close as circumstances permit. Maxi- 
mum price bears reasonable relationship to initial 
price. 

5. Contractor has or will establish adequate cost 
accounting system. 

6. Prior written approval of Director, Purchases 
Division is required before article is used in any 
contract. 

1, Contingency or basic assumption must be clearly 
stated in article. 

2. Contingency must come within one of specified 
categories. 
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ified contingent event 3. Certain events are excluded as possible contin- 
and limited to that event gencies. 

and its direct efFect, 4. Price contains no charge or allowance on ac- 

count of specified contingency. 

5. Article may be used even though one of Form I 
or Form 11 articles is used in same contract. 

I-C, II-A, or II-B. Forms IV and V, which called for retro- 
active price revision, were applicable to developmental and 
experimental contracts only. Form VI provided revision in 
case some specified contingency materialized, such as inability 
to get a subassembly from a specified supplier or a change in 
freight costs as a result of government allocation or priority 
orders. 

Incentive Contract. The services have sought continuously 
a fixed-price contract with an incentive reward tied directly to 
the specific accomplishments of the contractor in reducing his 
costs. As indicated above some of the CPFF contracts, espe- 
cially those used by the Bureau of Ships, had such incentive 
provisions. The limitation of such schemes arose from the 
difficulty in estimating costs on which the initial schedule of 
fees was based, the problems of administering and auditing 
cost contracts, and the complications of post-audit by the 
General Accounting Office. Moreover, the upper limit to 
fees established by statute at seven per cent of estimated costs 
restricted the size of incentives which might be offered. 

In an effort to circumvent these difficulties the Navy De- 
partment developed a fixed-price incentive contract which it 
used with some frequency after 1943 on large contracts for 
ships, air frames, and some ordnance items.^^ The War De- 
partment did not adopt this form of contract until late in the 
war and by June 30, 1945 had only one such contract in ef- 
fect."® 

The price under an incentive contract consists of the actual 
costs of production plus a profit which varies with actual costs 
in accordance with a formula specified in advance. There is, 

44. For details of the Navy contract see NPD, pars. 10,565-10,566. 

45. Production and Purchases Division, ASF, op. cit,, p. 156. See APR, par. 378 
for the War Department incentive contract. 
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however, a ceiling price. If actual costs of production rise 
above this ceiling, the contractor absorbs all such costs, thus 
operating at a loss. If actual costs are below the ceiling, savings 
are shared between the government and the contractor on , 
some prearranged basis. The final price is determined after 
completion of the contract and is based on the actual costs 
plus the profit indicated by the specified formula. Final costs 
are determined by negotiation on the basis of a statement of 
costs submitted by the contractor rather than by audit. The 
Navy has typically reserved the right to audit costs, however, 
if it has reason to question the cost data submitted on comple- 
tion of the contract. 

The profit schedule is worked out so that at a base cost, 
which the Navy considers a reasonable estimated cost, the 
contractor receives a moderate profit about equal to the fixed 
fee which would be allowed on a CPFF contract with the 
same estimated cost. This profit is less than a contractor might 
anticipate on a simple fixed-price contract because of the pro- 
tection of the ceiling price. At costs above the base cost the 
contractor’s dollar profit declines and at costs below the base 
his dollar profit increases. The formula for sharing savings in 
cost may be simple, say twenty five per cent to the contractor. 
Or it may provide for a large percentage of the savings in 
costs going to the contractor in the neighborhood of the ceil- 
ing price and a lower percentage as costs decline. 

The Navy apparently believes that it has had considerable 
success with this type of contract. The prerequisites for suc- 
cess are three: ( i ) that the Navy should have a fairly accurate 
estimate of what reasonable costs should be; (2) that the con- 
tractor should have an adequate system of segregating costs 
on each incentive contract from other costs; and (3) that the 
two parties should have confidence in one another’s willing- 
ness to negotiate final costs in an equitable manner. Perhaps 
the greatest danger in the use of this contract arises from failure 
to estimate base costs accurately. If base costs are estimated too 
high, the reward to the contractor becomes a reward for over- 
estimating costs rather than for controlling costs. Since many 
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incentive contracts have covered production for a long period 
of time, some have included an escalation provision with re- 
spect to wages and material. This makes it possible to eliminate 
any contingency for wage or price increases in estimating the 
base cost. In this way one factor which might give rise to 
overestimating base costs is eliminated. 

The fixed-price incentive contract developed by the Navy 
appears to be well adapted to large contracts, where the con- 
tractor’s accounting system allows segregation of costs, and 
where there has been sufficient prior experience to make it 
possible for the two parties to agree in advance on a reasonable 
base cost. It provides a real incentive to the contractor to 
lower his costs and at the same time provides that the gov- 
ernment will have a substantial share of the resulting savings. 
It has an advantage over the CPFF contract in that the final 
price depends upon negotiated actual costs and thereby elimi- 
nates continuous auditing by the services and post-audit by 
the General Accounting Office. This saves valuable man- 
power and other administrative costs to the government. 

Other Contractual Provisions 

The previous discussion has been confined primarily to the 
pricing provisions in contracts with the services. These con- 
tracts had, of course, many other clauses, some of which were 
more or less directly related to the pricing provisions of the 
contract while others were only incidental to our present 
problem. Many of these clauses were standard so-called “boiler 
plate” clauses required by either legislative or administrative 
order.^° 

Most contracts included a change clause specifying the 
procedures for effecting changes in specifications and corres- 
ponding changes in the contract prices. They also included a 
tax clause specifying what excise taxes were payable on goods 
used by the armed services and the procedures to be followed 
in case such excise taxes were changed. Contracts also included 

46. For details concerning these various clauses see Arjny Procurement Regu- 
lations and Navy Procurement Directives, 
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standard clauses stating that they were subject to repricing 
under Title VIII of the Revenue Act of 1943 and specifying 
the conditions under which the contract should be subject to 
renegotiation. Other clauses specified the procedures for ter- 
mination and the basis of remuneration in such event. Still 
other clauses specified the conditions of employment to be 
followed by the contractor in fulfilling his contract. These 
included a specific prohibition of discrimination against em- 
ployees or applicants for employment because of race, creed, 
color, or national origin and a provision that the contractor was 
to abide by the Walsh-Healy Act in the payment of wages. 
Other clauses specified the conditions for inspection of goods 
supplied, for payments under the contracts, for the treatment 
of classified contracts, and for reports of evidences of espio- 
nage, sabotage, or subversive activities. Finally, most contracts 
had a disputes clause specifying the procedure to be followed 
in case of any dispute as to matter of facts in the administration 
of the contract. 

The patent problems of the services gave rise to another 
series of contract clauses. Although this is not the place to 
review extensively the patent policies of the services during 
the recent war, brief reference will be made to three principal 
aspects of their patent policy. In the case of research and devel- 
opment contracts it was common practice for the services to 
leave to the contractor patent rights on inventions resulting 
from performance of the contract and to reserve to the gov- 
ernment only a non-exclusive, royalty-free license. Sometimes 
there was in addition an option for the government to pur- 
chase a non-exclusive license under designated “background” 
patents necessary for military, naval, and defense purposes or 
a provision granting the government a free license under such 
“background” patents. In relatively few cases provisions were 
made for the assignment of patent titles to the government 
rather than to the contractor, but the record indicates that 
relatively little use was made of this provision. These patent 
clauses had the effect of providing industry with most com- 
mercial rights to patents resulting from research and develop- 
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merit financed by the government. This policy has been criti- 
cized recently in a report by the Attorney General.^'^ 

It was also customary for the services to incorporate clauses 
specifying the liabilities which the services would assume in 
case of infringement suits brought against contractors for 
alleged infringement of patents in the performance of war 
contracts.*® Finally, it should be mentioned that provision was 
made in accordance with Congressional statute for the review 
and adjustment of patent royalties paid by contractors on 
patents used in the performance of government contracts.*® 
In view of the substantial increase in volume of many items 
subject to patents it was provided that the services might ad- 
just royalty payments downwards. Upon notice of any ad- 
justment of royalty payments the contractor was forbidden to 
pay royalties in excess of the stipulated amount for patent 
privileges used in the performance of war contracts. 

Conclusion 

The preceding discussion has indicated briefly the types of 
contractual instruments which were most frequently used by 
the services in World War II. It should be emphasized that 
these were simply the typical forms on which there were 
many variations. Each arrangement represented a different ap- 
proach to the problem of allocating risk, providing incentives, 
and avoiding excessive profits under conditions of uncertainty 
concerning future costs. The success of each of the methods in 
attaining its objectives depended eventually upon the services 
and the contractor arriving at a reasonably accurate estimate 
of costs and in using this estimate to negotiate an equitable con- 
tract. There was no easy solution, no magic formula which 
circumvented the need for accurate and imaginative price and 
cost analysis and skillful negotiation. 

47. For discussion of the services’ policies see United States Department of 
Justice, Investigation of Government Fatent Practices and PolicieSj 3 vols. (1947). 
For clauses used see APR, pars. 335.1-335.2 and NPD, par. 13,823. 

48. APR, pars. 3354 “ 335*8 and NPD, pars. 13,821-13,823. 

49. Pub. Law No. 768, 77th Cong., 2d Sess. (Oct. 31, 1942) ; APR, par. 1,112 and 
NPD, pars. 13,851-13,869. 
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PROBLEMS OF NEGOTIATION 

The development of a comprehensive policy and suitable con- 
tracting forms is not enough to insure the successful negotia- 
tion of contracts. There are four other prerequisites for suc- 
cess: (i) the selection and training of experienced personnel; 

(2) the development of methods of price and cost analysis; 

(3) the development of adequate sources of information; and 

(4) the development of cooperation with industry. 

The prewar experience of the services had not provided 
them with experience in the use of negotiated contracts nor 
with the type of personnel necessary. Purchase by the formal 
competitive bid system did not require much business judg- 
ment or elaborate systems for obtaining and analyzing price 
and cost data. After the outbreak of the emergency leader- 
ship in the adoption of approved purchasing practices came 
from outside the services. It came in large part from the group 
of industrial purchasing specialists who were brought into the 
NDAC by Donald Nelson and later transferred to the serv- 
ices. These were joined by experts in production and finance, 
economists, accountants, and lawyers. These various groups 
were eventually molded into effective purchasing teams which 
pioneered in the adaptation of successful business practice to 
the needs of the services in war. Despite many difficulties and 
mistakes the accomplishments of these teams were substantial. 
The development of policy and its successful execution were 
dependent upon the abilities and perseverance of these men 
who contributed their several talents to the joint undertaking. 

Personnel 

The success of a well-conceived procurement program in 
time of war depends above all else upon the experience and 
training of the personnel who implement it. Good policies and 
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procedures are not enough. Successful negotiation depends 
upon the development of a team of able men with varied talents 
who have been trained in the objectives and techniques of 
military procurement. The team will generally include nego- 
tiators, lawyers, accountants, and price analysts, as well as the 
technical men who design the product and production men 
who understand the contractor’s production problems. 

The key to successful purchasing lies in the good judgment 
of the negotiator and his sense of responsibility to all parties 
concerned. There is no magic formula for choosing such 
people. A successful negotiator must have imagination and 
aggressiveness as well as a conviction of the importance of his 
job. He must be able to lead a team of experts and to make the 
maximum use of specialized knowledge and experience of the 
members of his team. His principal purpose is to insure maxi- 
mum and expeditious production. He must bring the particu- 
lar deal to a successful conclusion upon terms which will en- 
courage the contractor to be efficient in the use of labor and 
materials, realizing that this will generally involve the as- 
sumption by the contractor of some pricing risk. 

With this in mind, there is something to be said for choosing 
people who have had experience in competitive industries 
in which the risks are great and in which success depends in 
large part upon aggressive buying. This suggests recruiting 
personnel with broad experience from mail order houses, de- 
partment stores, and chain stores as well as from manufactur- 
ing concerns in fields such as the automotive, electrical, and 
radio industries. These sources, of course, are not the only 
ones from which capable personnel can be recruited. But 
it should be recognized that the negotiator has to resist many 
forces, within and outside of the services, which make for 
“conservative” or riskless pricing in which the incentives to 
efficiency may be absent. If the negotiator is to succeed in the 
task of incentive pricing, he must have a sympathy for the 
basic idea. It is clear that there are some lines of industry and 
finance which are more conducive to developing the appro- 
priate attitudes than others. 
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It is important that the various members of the team re- 
ceive careful instruction in the objectives of the program. The 
negotiator’s job is not simply to conclude the deal, but rather 
in the light of all available data and the advice of his team- 
mates to conclude a deal which will provide incentives to 
efficient and expeditious production. Likewise, the lawyer’s 
function is not simply the narrow one of protecting the gov- 
ernment by drafting a water-tight document, but rather to 
devise contractual arrangements tailored to the particular cir- 
cumstances which, while protecting the government, will fur- 
ther the general plan of the negotiator. Finally, the tasks of the 
accountant and price analyst are not simply to record data 
on past transactions, but rather to collect and analyze all avail- 
able data with as much imagination as possible and make it 
available in intelligible form to the negotiator. 

It was unfortunate that during the last war time and facilities 
were not available early in the war to train members of the 
purchasing groups who were recruited from civilian life. 
While the policies and procedures adopted by the services 
during the war were patterned upon those developed by in- 
dustry, it was necessary to use many who had not had wide 
industrial experience in these fields. Moreover, the objectives 
and procedures of government purchasing had certain char- 
acteristics which differed from those of private industry. 
It is possible, however, to devise training programs for nego- 
tiators, price analysts, and lawyers which would introduce 
them to the objectives and procedures of wartime purchasing 
in a very short period of time. Some steps in this direction were 
taken by the War Department when the Army Industrial 
College was reactivated in 1944 and more elaborate experi- 
ence in this type of training was gained by both the War and 
Navy Departments in training personnel for the terminations 
and surplus property disposal programs. 

The training program in the objectives and techniques of 
negotiation should not be confined solely to the purchase 
teams. Purchasing is not an independent function operating 
in isolation. It depends for its success upon the understanding 
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and cooperation of the technical and production groups which 
draft specifications and often originate procurements. As has 
been argued above, ^ efficient purchasing cannot be effected 
if the function of drafting specifications is divorced from the 
function of purchasing. The technical requirements of the 
services can often be satisfied by products of several specifica- 
tions. One of the considerations in choosing the product to 
be purchased is the relative costs of the alternatives. Success- 
ful purchasing policy depends upon the cooperation of the 
technical and production groups with the purchasing groups. 
It also depends upon the proper understanding of the objec- 
tives of the purchase groups by higher echelons. Consequently 
it is important that the technical and production groups as 
well as the higher echelons in the material services and bureaus 
should be well trained in the objectives and the techniques of 
the purchasing program. 

Price and Cost Analysis 

With the transition from competitive bidding to the nego- 
tiated contract the services found themselves without many 
of the traditional bench marks of good purchasing established 
by market forces. It was necessary to devise new methods and 
techniques of price analysis which would enable them to ar- 
rive at reasonable prices. The problem faced by the services 
was somewhat similar to that faced by public utility commis- 
sions in the regulation of public utility rates, but fortunately 
the legal framework in which the services worked was more 
favorable to aggressive pricing and experimentation.^ The 
tools and techniques at hand were several.® They included all 

1. See above, p. 33. 

2. For discussion of problems of inducing efficient operation and cost control 
by utilities see John M. Clark, Social Control of Business (2nd ed., 1939), p. 346- 
349; Irston R. Barnes, The Economics of Public Utility Regulation (1942), chap, 
xviii. It would be profitable for our public utility regulatory authorities to review 
their present techniques in the light of the experiences of the services in pricing 
military procurements during the war. 

3. For a discussion of these techniques see Pricing in War Contracts, Army 
Service Forces Manual M601 (Aug., 1943); G. A. Lloyd, Lanx) and Contemporary 
Problems, X, 239-246. 
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those which are normally available to industrial purchasers. 
Moreover, the services’ position was strengthened by their 
mandatory powers to acquire information and to determine 
prices. To be sure, the services were limited somewhat in their 
ability to press their advantage in negotiation with industry 
by the fact that they were agents of the government, subject 
to pressures of public and Congressional opinion. But the tools 
were available which, in the hands of experienced personnel, 
should have enabled the services to do a purchasing job which 
would compare favorably with that done by many of the 
most alert business organizations. 

The first technique of price analysis is the development of 
active competition of an informal sort. Negotiation does not 
necessarily preclude competition. It precludes only the special 
formalized procedure required by Section 3709, a procedure 
which often reduces rather than fosters competitive forces. 
The extent to which rival bids can be developed under a system 
of negotiated purchases will depend upon the state of the 
market and the extent to which criteria for the selection of 
sources other than price narrow the market. But the selection 
of a source and negotiation of a contract should be done only 
after aU possible sources have been considered and, wherever 
practicable, definite negotiations undertaken with several of 
them. This technique will not be as successful in war as in times 
of peace, but it should prove useful in some cases even in time 
of war. Part of the usefulness of this procedure arises from the 
incidental information which is gained from negotiations with 
several firms. Various companies will generally have different 
cost estimating systems, will pad their costs in different ways, 
or will view the inherent risks differently. The incidental 
intelligence arising from several preliminary negotiations will 
often do much to narrow the bargaining range. It remains 
true, however, that the development of informal competition 
may not be possible in many cases. This is especially true in 
time of war when all sources must be used. It is also true of 
most research and developmental work at all times. It will 
also be of limited use for production contracts following de- 
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velopmental contracts and in some repeat production con- 
tracts where new producers face large initial costs. 

Another tool which may be used, even where active com- 
petition is not available, is the analysis of comparative prices. 
Comparison of prices for different firms requires considerable 
care to make allowance for all variables. The lowest price does 
not necessarily represent the best contractual arrangement. 
Allowance must be made for differences in volume, specifica- 
tions, delivery schedules, government-furnished equipment, 
the extent of government financing or government facilities, 
and provisions for escalation or other price adjustment. More- 
over, under the peculiar conditions of war production, it is 
often not feasible for one firm to meet the prices of another 
for legitimate reasons, such as differences in know-how, plant 
layout, production process, type of equipment, the extent of 
subcontracting, the labor supply, etc. Yet a high-cost firm 
may be necessary to satisfy military requirements. Wartime 
price policies clearly visualized differential pricing geared to 
the peculiarities of each contractor. In certain areas, however, 
particularly in the case of food, clothing, and many standard 
commercial articles, comparative prices are of considerable 
value even under wartime conditions. Moreover, differences 
in quoted prices often suggest the need for closer examination 
of costs. Comparisons of prices typically lead to further com- 
parisons of costs and cost breakdowns, which in turn may sug- 
gest the need for careful study of the contractor’s production 
methods, his purchasing policies, or pricing methods. 

In some areas, comparisons of price changes or of the trends 
of prices are even more revealing than the comparison of the 
level of prices. Where several firms convert to the production 
of the same product, initial prices may vary substantially, due 
either to differences in conditions of production or to dif- 
ferences in skill in negotiation. As contractors move into mass 
production, they can anticipate a decline in costs with cor- 
responding changes in prices. A failure of one contractor’s 
prices to follow the trend of others will often raise questions 
which should lead to further investigations. The technique of 
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comparing price trends is also applicable to non-identical prod- 
ucts where the production processes and other factors influ- 
encing cost are similar. Such comparisons will often raise more 
questions than they answer, but to the extent that they lead to 
more careful analysis of production methods, purchasing 
policies, or pricing methods, they serve their purpose. Even 
under wartime conditions, differences in price trends for prod- 
ucts where costs are subject to similar influences call for an ex- 
planation. 

To a very large extent successful pricing in wartime de- 
pends on good cost estimating. As developed above, differ- 
ences in prices and price trends suggest the need for cost 
comparisons. But even in those many areas in which circum- 
stances are such as to make cost comparisons meaningless, cost 
analysis is the key to incentive pricing. 

The type of cost information which is available and the use 
to which it should be put will vary with different procure- 
ments. In some areas during the last \var, e.g., some ordnance 
items and ships, the services had good cost data based on opera- 
tions in government-operated plants. In other cases the serv- 
ices can break a product down into its components and make 
reasonably accurate estimates of many of the components of 
cost. This, of course, requires persons skilled in production 
and purchasing. In still other cases the services can get a use- 
ful record of the contractor’s costs for past operations either 
through the certification by the contractor as to his past costs 
or through government inspection and audit of the contrac- 
tor’s books. The availability and reliability of this previous 
cost data depend in large part upon the contractor’s account- 
ing system. 

For the purpose of pricing future deliveries the important 
question is not past costs but future costs. Far too much em- 
phasis has often been placed on the data on past operations and 
far too little attention given to estimating future costs. Actual 
costs on past operations are only the beginning point for 
estimating future costs. Moreover, for new products or even 
for old products produced by new companies there may be no 
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past costs with much relevance to the problem. For these 
reasons much reliance must be placed upon cost estimates. 

During World War II it was the practice of the services on 
all important procurements to require the contractor to sub- 
mit a cost estimate on each contract together with a break- 
down of the cost estimate into its components, for example, 
material, direct labor, manufacturing overhead, engineering 
expense, selling expense, administrative expense, and other cost 
factors. This cost breakdown was interpreted in the light of 
other price and cost data mentioned above and of past operat- 
ing statements broken down, if possible, between renegotiable 
and non-renegotiable business. Often a budget of future over- 
all operations was the focal point of all price analysis and 
price negotiation. 

The reliability of a contractor’s cost estimates depends on 
the nature of his cost-accounting system, the degree of un- 
certainty concerning the factors influencing future conditions, 
and the contractor’s disposition to price closely. One of the 
important problems is to make certain that a contractor’s cost- 
estimating system takes into account the eflfect of increased 
volume upon burden and overhead rates. Cost estimates based 
on normal rates wdll often overstate costs substantially under 
conditions of increased volume. Another problem is to in- 
sure that research and development costs and other non- 
recurring costs are broken dowm so that estimates of pro- 
duction costs will not be unduly inflated. 

It is the function of those responsible for procurement to 
verify the reasonableness of these estimates through price and 
cost analysis and the art of negotiation. The methods for do- 
ing this are various. Where there are several firms producing 
an item, a comparison of estimates of material costs is signifi- 
cant. Where conditions of production do not vary greatly, a 
comparison of other elements of the cost estimate may be 
useful. Even where items are similar but not identical man y 
elements other than material costs may be usefully compared. 

Where there are no other producers of the same or similar 
items, cost comparisons between firms are not possible. There 
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are, however, various other ways of analyzing a contractor’s 
cost estimates. In some cases the service may find it feasible 
to set up a cost estimating unit of its own which will make 
separate estimates of the material and labor components. Since 
estimates of other components are often based on these two 
items, correct estimates of these are particularly important. 
If the contractor has produced the item in the past, it may be 
feasible to work from his previous costs. If these can be as- 
certained, they may be projected forward with appropriate 
allowances for changes in the prices of major materials and in 
wage rates. Where production is such that costs tend to de- 
crease with additional output, it is sometimes possible to pro- 
ject past costs into the future by use of learning curves 
developed from past experience with cost trends on related 
items. Thus, cost analysts for ships and air frames have fre- 
quently found that the costs of most contractors on quite dif- 
ferent models tend to follow a standard pattern as they move 
from the developmental stage into large-scale mass production. 

A comparison of cost estimates with past operating state- 
ments will often prove enhghtening. This is particularly fruit- 
ful where the bulk of a contractor’s output is for one item or a 
series of items produced by similar processes and under similar 
conditions. The relation between components in the cost 
breakdown may be compared with the relation between simi- 
lar components in the operating statement. If, for example, 
selling and administrative expense in the cost breakdown 
should appear as 1 5 per cent of the total cost, while in the past 
operating statement it appears as only 10 per cent, an explana- 
tion is in order. Likewise if the contractor anticipates greater 
volume in the future than in the past, failure of the selling and 
administrative expense to be estimated as a smaller percentage 
of total cost for the future will also call for an explanation. 

An example taken from Navy experience will indicate the 
way in which a comparison of prices, cost breakdowns, and 
past operating statements may be used to illuminate a cost 
estimate.* In 1943 some four companies were producing four 

4. Adopted from a Navy Department document, prepared by the Price Analy- 
sis Division, OP&M (no date) . 
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different models of an important component of four different 
types of bombers. The prices varied all the way from $3,500 
to $8,500. But these differences in price were in part due to 
differences in design. By 1944, however, it was noted that the 
prices of company X, the high-cost company, had declined 
only 9 per cent while prices of two other companies had de- 
clined 47 per cent and 30 per cent respectively. Since investi- 
gation revealed that 88 per cent of the business of company X 
was in the production of this one item, it was clear that a com- 
parison of its cost estimates on the particular item with its past 
operating statement would be relevant. Company X’s past cost 
estimates on contracts in production in 1943 had included an 
estimated profit of 6 per cent, but its operating statement for 
the year 1943 showed that it actually made profits of 19 per 
cent on sales. A comparison of its estimated cost breakdowns 
submitted on contracts in production during 1943 with its 
actual operating statement for the year indicated that esti- 
mates of manufacturing overhead and labor expense had been 
overly generous. Yet the new cost breakdown submitted for 
1944 production showed a pattern very similar to its previous 
estimates. This analysis suggested the need for a detailed audit 
of actual costs and resulted in a lowering of X’s prices on 1 945 
operations from $8,500 to $6,150 per unit. 

The methods of cost and price analysis are various. The 
best techniques and their merits will vary from one contract 
to another and from one time to another. In the early stages 
of procurement they will be least effective. New products, 
new firms, and new techniques involve too many uncertainties 
for accurate cost estimating. Experience in World War II 
indicated, however, that as the procurement progr am pro- 
gressed costs became more stable, additional information be- 
came available, and staff became more skilled. Consequently, 
it was possible as time went on to do an increasingly better 
job of cost and price analysis. Planning in advance for price 
and cost analysis should make it possible to do effective work 
earlier in a future emergency. 
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Sources of Price and Cost Data 

A successful program of price and cost analysis depends 
upon careful planning of methods and techniques for collect- 
ing the requisite information. Price data on past procurements 
can be collected and analyzed by the services from the record 
of past contracts. Both the War and Navy Departments 
developed such programs during the last war. Some of the 
summary results of these studies are presented below in Chap- 
ter XIII. The most important price data for procurement, 
however, are not the summary indexes presented below but 
the basic price series from which these indexes were derived. 
But the indexes and subindexes themselves are of some value 
in so far as they indicate trends in prices on related items with 
which the price trends of particular firms may be compared. 

Data on each contractor’s over-all operations were devel- 
oped during the war in connection with renegotiation and 
the company pricing programs.® This included much general 
information concerning the products and operations of the 
contractor as well as detailed balance sheets and profit and 
loss statements. The annual data collected by the renegotiation 
boards, although often out of date by the time it was available 
to procurement officers, had the advantage of segregating costs 
and revenues between renegotiable and non-renegotiable busi- 
ness. The company pricing program made a particular effort 
to get interim financial data on a quarterly basis wherever pos- 
sible. For many companies quarterly financial data were also 
filed with OPA under the financial reporting program spon- 
sored by that agency.® 

The cost inspection groups, particularly those assigned to 
firms with CPFF contracts, had a good deal of information 
about the cost systems and cost estimating methods of the 

5. For discussion of the company pricing program see below, Chapter XII. 

6. See Office of Temporary Controls, Office of Price Administration, Office 
of Research, Corporate Profits ip^6~ip46, Part I, Profits Growth to Wartime 
Peak (1947), “War Profits Study,” No. 16; also Federal Trade Commission, 
Reports on War Time Costs and Profits for Manufacturing Corporations, 1942- 
294s (Oct. 6 , X947). 
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larger firms with which they worked. These groups were 
also available for special cost studies whenever these seemed 
desirable in a particular negotiation. 

Equally fruitful as a source of data were the negotiations 
themselves. As has been pointed out, it was custornary to 
require the filing of an estimated cost breakdown in each 
major procurement. While a single unsupported cost break- 
down in itself may be of little value, a series of such break- 
downs in connection with other data may prove very illumi- 
nating. Moreover, skillful negotiation can do much to smoke 
out missing information and to reduce the bargaining area. 
Thus, an initial CPFF contract calling for conversion to a 
fixed-price contract or a maximum-price contract calling for 
redetermination are devices which make it possible to post- 
pone fixing a price until more information is available. Con- 
sequently, the choice of contractual arrangement which is 
proposed to the contractor as a basis of negotiation may be 
dictated by the information which it is desired to obtain as 
well as by the immediate objective of correct pricing. 

Perhaps the greatest problem of the services lies in pro- 
viding procedures by which all the information available to 
them and relevant to a particular negotiation can be brought 
to bear on the negotiation. This is particularly difficult be- 
cause of the functional and geographical decentralization of 
purchasing operations. Unification of the armed services may 
reduce these problems somewhat through elimination of dupli- 
cating procurement groups, but functional and geographical 
decentralization of purchasing operations is sure to persist. 
Moreover, the problem of integrating the activities of renego- 
tiation and company pricing groups with one another and with 
original procurement will remain. Considerable progress was 
made in developing procedures for rapid interchange of in- 
formation between the relevant groups during the recent war. 
In planning for another war, particular attention should be 
given to improving the methods by which all pertinent in- 
formation can be brought to bear upon each negotiation, par- 
ticularly in the early period of mobilization. 
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Cooperation ivith Industry 

The cooperation of the services and industry in the purchas- 
ing program is an equally important prerequisite to success. 
The development of a common purpose and mutual respect 
can do much to simplify operations and facilitate the whole 
mobilization program. The calibre and attitude of the purchas- 
ing personnel selected by the services will do much to deter- 
mine the extent of cooperation. It is clear that much of the suc- 
cess in the last war was due to the respect in which many of the 
procurement personnel were held by contractors. Another 
means for developing a common purpose is to provide for 
consultation with industry in the formulation of major 
policies. This can be done in advance of an emergency but it 
must also be continued throughout the period of crisis or 
war. It is inevitable that policies and procedures will change. 
If industry is to be expected to adapt itself readily to changing 
policies, it is huportant that broadly representative groups 
from industry be given an opportunity to express their opin- 
ions on major changes of policies and procedures. Finally, once 
policies and procedures have been settled', it is important that 
the policies and procedures as well as the major objectives 
should be explained carefully to contractors and their inter- 
ested employees. This can be done through the press and trade 
journals, through trade associations and other industrial 
groups, and through the organization of procurement cKnics 
and industrial training programs. Relatively little of this was 
done in connection with procurement during the recent war. 
The services did, however, develop such programs of coopera- 
tion with industry in connection with the programs of ter- 
minations and disposal of surplus property. The highly satis- 
factory experience with reference to these programs indicates 
the advantages vzhich may flow from systematic attempts to 
develop cooperation with mdustry through prior consultation 
and systematic exposition of policies, procedures, and objec- 
tives. The Industrial College of the Armed Forces is currently 
working along similar lines in peacetime. 



XI 


PROCUREMENT AND THE LEVEL OF PROFITS 

In VIEW of the discussions between the wars concerning war 
“profiteers,” it is not surprising that considerable attention 
was given to the profits of war contractors during World 
War II. One approach to the problem was the attempt to 
negotiate contract prices which would not yield “unconscion- 
able profits.” But the problem of profits was also attacked by 
the imposition of excess profits taxes and the introduction of 
renegotiation. 

There are substantial differences between the problems of 
developing a profit policy on military contracts in peace and 
in war. In peacetime the services must depend upon profit 
incentives to induce contractors to produce military goods. 
Consequently peacetime profit policy will generally be deter- 
mined by conditions in civilian markets which are in large 
part outside the services’ control. Only in the case of certain 
industries in which the services’ purchases represent a large 
share of total output, such as aircraft and shipbuilding, do 
they have much latitude to determine profit policy. In such 
markets they are responsible consciously or unconsciously for 
the general level of profits. They have a degree of freedom to 
formulate a positive policy for profits in such industries, 
limited only by the inducements necessary to maintain the 
scale of investment required to satisfy their needs. 

In wartime the problem is substantially different. The un- 
limited demand of the services for goods and the development 
of scarcities on a broad scale leads to a condition in which 
profits may increase almost without limit. On the other hand, 
it is no longer so necessary to use profit incentives alone as an 
inducement to the allocation of resources to military needs 
because of the direct controls over the use of materials, pro- 
ductive capacity, and labor which serve to shake resources 
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loose from the civilian economy for the production of mili- 
tary goods. Unrestricted profits in a major war will serve no 
purpose either in allocating resources or in inducing efficiency 
in the use of labor and materials. Moreover, unrestricted 
profits will be destructive of both civilian and military mo- 
rale. 

The problem of controlling profits in wartime is made dif- 
ficult by the fact that war profits may develop for any of 
several reasons. First, many profits develop because of the 
great increase in the volume of production incidental to the 
war. This greater volume makes it possible to distribute over- 
head and general administrative expenses over more units of 
production so that with prewar prices the rate of profits on 
sales or on net worth is increased substantially. A second source 
of wartime profits is the inability of the government and 
contractors to negotiate reasonable prices because of other 
uncertainties affecting costs such as wages, material prices, or 
availability of labor or because of lack of personnel to esti- 
mate costs and negotiate such prices. A third source of profits 
arises from the willfulness of a small fringe of contractors who 
take advantage of war conditions to raise their prices. In some 
cases this may be the result of collusive or monopolistic action, 
but under wartime conditions market forces can lead to sub- 
stantial price increases even without such action. Finally, some 
profits are the result of the efficiency of the contractors’ opera- 
tions. Whether because of their facilities, careful management, 
the superior morale of their labor force, or control of patented 
devices or secret processes, some contractors are able to pro- 
duce at substantially less cost than others. 

Vinson-Trammell Act 

The interwar years saw a great deal of concern with the 
profits of munitions makers. Although Congress debated the 
problem at length, the sole attempt at the direct control of 
profits on military procurement during the interwar years 
was that embodied in the so-called Vinson-Trammell legisla- 
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tion.^ This was peacetime legislation applicable only to the 
shipbuilding and aircraft industries and aimed at profits rather 
than prices. Upon the approach of war it proved inadequate 
and was suspended. 

The immediate occasion for the legislation was the proposal 
in early 1934 to authorize the construction of certain vessels 
which would bring the composition of the Navy up to the 
limits established by treaties signed at the Washington Con- 
ference in 1922. An amendment limiting profits was incorpo- 
rated in the act at the insistence of Representative C. W. 
Tobey ^ despite the objections of the Navy Department that 
the proposal was unworkable and would be expensive to ad- 
minister.® This amendment provided that on all contracts or 
subcontracts for construction of complete naval vessels, naval 
aircraft, or any portion thereof where the award exceeded 
1 1 0,000, the allowable profit was to be limited to 10 per cent 
of the total contract price.^ The contractor or subcontractor 
was required to file with the Navy Department upon the 
completion of each separate contract or subcontract a report 
showing his profit thereon and to pay direct to the Treasury 
any excess over the allowable profit. Persons subject to the act 
were required to maintain records adequate to segregate costs 
on particular contracts. Accounting principles to be applied 
in estimating costs and methods of ascertaining excess profits 
were to be determined by the Secretary of the Treasury in 
agreement with the Secretary of the Navy. 

This in effect provided a maximum profit of 10 per cent of 
the contract price. Up to the point where the contractor 
made such profit he had an incentive to reduce costs, but any 

1. For brief history of the act and statement of procedures thereunder see 
Statement of Treasury Department Regarding Frofit-Limiting Provisions of the 
Vimon-Tranmell Act and Procedure Thereunder^ reprinted in United States 
Senate, Hearings before the Subcommittee of the Committee on Finance, 77th 
Cong., 2d Sess., Renegotiation of Contracts (1942), pp. 96-115. See also H. S. 
Hensel and R. G. McClung, Law and Contemporary Problems, X, 202-205, 213. 

2. 78 Cong. Rec. 1629. 

3. United States Senate, Hearings before Committee on Naval Affairs, on 
H.R. 6604, 73d Cong., 2d Sess,, Construction of Certain Naval Vessels (1934), 
passim, 

4. 48 Stat. 505, sec. 3 (March 27, 1934). 
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cost reductions below a level equal to 90 per cent of the con- 
tract price reverted to the Treasury. Thus the Vinson-Tram- 
mell Act placed upon the contractor more risk and more in- 
centive to efficiency than a straight CPFF contract, while at 
the same time it left the contractor with less incentive to effi- 
ciency than a fixed-price contract without profit limitation. 
It should be noted that this arrangement differed from the 
CPPC contract in that the maximum profit was based on the 
contract price fixed in advance and not upon his costs.® An 
excessively high initial contract price, however, had the effect 
of increasing the allowable profit. 

In 1 9 3 6 the act was amended so as to simplify its administra- 
tion and to allow the offset of losses against profits.® This 
amendment permitted the prime contractor or subcontractor 
to combine all such contracts or subcontracts completed in any 
tax-year when estimating profits on contracts subject to profit 
limitation. In consequence the contractor might offset excess 
profits on one contract against losses or deficiencies of profits 
on other contracts. It was pointed out that this process of 
averaging profits was the method used in determining profits 
under the income tax law and would place contractors sub- 
ject to the Vinson-Trammell Act on a basis of equality with 
other contractors. Otherwise a contractor subject to the 
Vinson-Trammell Act might net less than another contractor 
not subject to the act who had the same volume of contracts 
and same distribution of profits thereon.'^ This amendment 
also simplified the accounting problems for many contractors 
and the problem of auditing by the Treasury. The 1936 
amendments provided further that a contractor or subcon- 
tractor who incurred a net loss in one year on contracts sub- 
ject to profit limitation might take the loss as a credit in deter- 
mining excess profits, if any, in the next succeeding year. 

5. For the contrary view see Hensel and McClung, op. cit.^ p. 213. 

6. 49 Star. 1926 (June 25, 1936). 

7. For examples of the way in which contractors subject to the Vinson- 
Trammell Act might be discriminated against due to inability to average profits 
see United States Senate, Hearings before Committee on Naval Affairs on H.R. 
5730, 74th Cong., 2d Sess., To Amend the Act Establishing the Composition of 
the U.S. Navy (1936), pp, 30-32. 
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In 1939 the provisions of the Vinson-Trammell Act were 
extended to Army aircraft in order to place the War and 
Navy Departments on an equal footing.® At the same time 
the allowable profit on aircraft for both the War and Navy 
Departments was raised from i o per cent to 1 2 per cent while 
the allowable profit on naval vessels remained at 10 per cent. 
The carry-over provisions were liberalized with respect to 
aircraft only to allow a contractor or subcontractor to carry 
forward any net loss as a credit against excess profits, if any, 
during any of the next four income-taxable years. Moreover, 
if his profit in any year on contracts subject to the act was less 
than 1 2 per cent, he might carry forward such deficiency as 
a credit in determining excess profits during the next succeed- 
ing four income-tax years. These liberalized carry-over pro- 
visions were not applicable to naval vessels. 

Prior to the acceleration of the defense program in the 
summer of 1940 no serious difficulty seems to have arisen from 
these profit limitations. In 1936 the Secretary of the Navy 
reported that the act had “been administered with little dif- 
ficulty and with little criticism on the part of contractors.” ® 
In 1940 the Secretary of War reporting on the experience of 
the War Department during the first year in which its air- 
craft procurements had been subject to the act stated that 
“no major difficulties in aircraft procurement occurred as a 
result of the profit-limitation provisions.” But in June, 1940 
wffien a rapid expansion of the services was contemplated, 
the maximum allowable profit on naval vessels and on Army 
and Navy aircraft was reduced to 8 per cent of the total 
contract price.^^ In order to remove the incentive for negoti- 
ating contracts with excessively high prices, thereby increas- 
ing the allowable profit, it was further provided that any profit 
in excess of 8.7 per cent of the cost of performing a contract 
(except in the case of prime contracts on a CPFF basis) should 
be considered to be a profit in excess of 8 per cent of the total 

8. 53 Star. 560, sec. 14 (April 3, 1939). 

9. Secretary of the Navy, Annual Report, 1936, p. 24. 

10. Secretary of War, Annual Report, p. 2. 

11. 54 Stat. 677, sec. 2 (June 28, 1940). 
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contract price/^ This in effect established the allowable profit 
at 8 per cent of the contract price or 8.7 per cent of the cost, 
whichever was lower. This reduction in allowable profit from 
10 per cent on naval vessels or 1 2 per cent on aircraft to 8 per 
cent on both was made upon the initiative of the Senate in view 
of the expanded defense program and “the resulting oppor- 
tunity for greater efficiency in operation and for spreading 
general and overhead expenses.” At the same time in order 
to encourage competition of small contractors and subcon- 
tractors and simplify the administration of the act it v/as pro- 
vided that, for the duration of the national emergency, the 
profit-limiting provisions should be applicable only to con- 
tracts or subcontracts exceeding $25,000.^^ 

These amendments of June, 1940 never became effective. 
The War and Navy Departments soon faced serious diffi- 
culties in placing new contracts.^® This was particularly true 
of aircraft procurements. As a result of French and British 
orders for aircraft the prime contractors had a large bacldog 
of orders.^® While they had been making only about 4 per 

1 2. Since the act provided for awarding of contracts on the basis of negotiation 
rather than competitive bidding, it was feared that the services might use their 
discretionary powers to negotiate high contract prices for the purpose of inflat- 
ing dollar profits. See United States Senate, Hearings before Committee on Naval 
Adairs on H.R. 9822, 76th Cong., 3d Sess., To Expedite Naval Shipbuilding 
(1940), p. 91 

13. Senate Report No. 1863, 76th Cong., 3d Sess. (1940), p. 8. 

14. 54 Stat. 677, sec. 3 (June 28, 1940). 

15. See testimony of Secretary of War, Joint Hearings before House Commit- 
tee on Ways and Means and Senate Committee on Finance, 76th Cong., 3d Sess., 
Excess Pro-fits Taxation^ 1940 (1940), p. 24 and testimony by Assistant Secretary 
of the Navy, tbtd.y p. 29; also United States Senate, Hearings before Subcommit- 
tee of Committee on Appropriations, 76th Cong., 3d Sess., Second Supplemental 
Natio 72 al Defense Appropriation Bill for 1^41, pp. 68-69, 74, 190. Secretary of 
War, Annual Reporty 1940, p. 3; Secretary of the Navy, Annual Report, 1940, 
p. 28. 

16. For a summary of the importance of foreign purchases of aircraft in 1939 
and 1940 see Industrial College of the Armed Forces, Foreign Purchasing Com- 
petition before the Lend-Lease Act (1946), “Study of Experience in Industrial 
Mobilization in World War 11 .” Until the summer of 1940 aircraft and aircraft 
parts and accessories constituted between 70 per cent and 90 per cent of the value 
of military goods for which export licenses were granted (ibid., pp. 57-58) . By 
January of 1940 the leading aircraft manufacturers had a current bacMog of 
orders of $533,000,000, equal to about 80 per cent of their rated annual capacity 
{ibid,y p. 58). During the first four months of 1940 additional licenses for export 
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cent on contracts previously and consequently the profit 
limitations had not come into effect, they were now loaded 
down with lucrative foreign contracts. Moreover, the sub- 
contractors on whom they depended increasingly for cast- 
ings, parts, and subassemblies were resisting orders subject to 
profit limitations in favor of civilian orders or orders for other 
munitions free from such limitations.’^® It was clear that a 
profit limitation system, applying to only part of the muni- 
tions field, would interfere seriously with production of es- 
sential equipment under conditions approximating full utiliza- 
tion of specialized resources so long as industry was left a 
significant degree of freedom to accept or reject orders. Ac- 
cordingly on September 9, 1940 at the request of the services 
and of the Council of National Defense, contracts and sub- 
contracts for Army and Navy aircraft were exempted from 
the profit limitations.’® Finally, when Congress enacted gen- 
eral excess profits legislation on October 8, 1940, all profit 
limitations under the Vinson-Trammell Act were suspended 
on contracts entered into after December 31, 1939 or uncom- 
pleted by October 8 by contractors or subcontractors who 
were subject to the excess profits tax.®® This placed all indus- 
try, civilian or military, on an equal basis. 

The Vinson-Trammell Act was clearly impossible as a war- 
time technique for controlling profits because of its limited 
applicability. If it had been generalized to apply to all military 
procurement, it might have been workable after effective 
priorities had been imposed. But even then it had the disad- 
vantage of inflexibility in the level of allowable profit since 
it made no distinction between contractors as to the amount of 

of aircraft and aircraft parts and accessories were issued to the extent of 
$S9>43^974 p. 64). “The rate of increase was rapidly rising so that approxi- 
mately 100 per cent more planes were licensed for export in the first four months 
of 1940 than in the last six months of 1939” (ibid,, p. 58), 

17. United States Senate, Hearings before Subcommittee of Committee on Ap- 
propriations, 76th Cong,, 3d Sess., Second Supple?nental National Defense Bill 
for ip4i, p. 80. 

18. See testimony of General Arnold on Aug. 5, 1940, ibid,, p. 74 et seq,; also 
Admiral Furlong, ibid,, p. 190, 

19. 54 Stat. 883 (Sept. 9, 1940). 

20. 54 Stat. 1003, sec. 401 (Oct. 8, 1940), 
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their investment, the extent of subcontracting, the character 
and amount of risk involved, and many other factors which 
influence normal profit differences. The argument that it 
imposed substantial accounting burdens on industry and the 
government was of some validity, but the experience with re- 
negotiation indicates in retrospect that this problem was not 
insuperable. 

As a peacetime procedure for controlling the excesses of 
profits, it is not at all clear that the act was a failure. The 
Treasury reported that up to August 31, 1942 the total re- 
covery had been $7,452,635.61 on Navy vessels and Navy 
aircraft and $70,068.02 on Army aircraft.^^ The small re- 
covery on Army contracts is accounted for by the fact that 
the legislation only applied to contracts completed between 
April 3, 1939 and October 8, 1940 and also to the fact that 
this industry had evidently been a low profit industry until 
the placement of foreign contracts in 1939. There is no evi- 
dence, however, that prior to 1940 the act had caused the 
services any difficulties. In fact both the services testified to 
the contrary."^ But the period from 1934 to 1939 was one of 
a substantial amount of unutilized resources. It is probable 
that under other peacetime conditions with quite a high level 
of employment of resources, such profit limitations would 
have seriously interfered with procurement. The Vinson- 
Trammell Act, which became inoperative upon passage of 
the Excess Profits Act in 1940, became operative again with 
the repeal of the excess profits tax in November, 1945.^® The 
services, however, have requested that the act be repealed. 
This seems to have been a wise move. During peacetime there 
is a danger that the profitability of alternative employments 
will make contractors unwilling to take military contracts 
subject to such profit limitations. Moreover, it seems probable 

21. United States Senate, Hearings before Subcommittee of the Committee 
on Finances, 77th Cong., 2d Sess., Renegotiation of Contracts (1942), pp. 97-98. 

22. See above, p. 166, notes 9 and 10. 

23. By the Revenue Act of 1945 contracts for naval vessels and aircraft entered 
into during a taxable year beginning after December 31, 1945 are subject to the 
Vinson-Trammell limitations. 59 Star. 557 (Nov. 8, 1945). 
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that such limitations on profits will not be conducive to 
efEcienc)^. 

Renegotiation Statutes 

The suspension of the Vinson-Trammell Act in October, 
1940 represented a recognition of the paramount importance 
of profit incentives to industry in the expansion of aircraft 
and vessel capacity. In the absence of more effective direct 
controls over industrial production, of a type which we were 
not prepared to invoke in 1940, direct controls over the 
profits on military contracts were not feasible. The excess 
profits tax, applicable to all business, was relied upon to reduce 
the extraordinary profits accruing from the war for all pro- 
ducers, whether concerned with civilian or military pro- 
duction.-^ So long as the defense program was being imposed 
voluntarily on the civilian economy, a general excess profits 
tax seemed the only feasible method. This did not imply, 
however, that Congress or the public were indifferent to 
profits on military contracts. 

As a matter of fact from the time the Vinson-Trammell 
Act was suspended in the fall of 1940 until the institution of 
statutory renegotiation in April, 1942 there was continuous 
public concern with the problem. In the first half of 1941 
both the House Naval Affairs Committee and the Truman 
Committee began investigating profits of manufacturers and 
shipbuilders. In its report on January 15, 1942 the Truman 
Committee recommended that “some form of substantial re- 
view” be instituted so “that defense contractors will be pre- 
vented from taking advantage of the Government.” The 
report of the House Naval Affairs Committee on January 

24. 54 Stat. 975 (Oct. 8, 1940) . 

25. United States House of Representatives, Committee on Naval Affairs, 
House Report No. 1634, Investigation of the National Defense Frogram (1942), 
77th Cong., 2d Sess. 

26. United States Senate, Hearings before Special Committee Investigating the 
National Defense Program, 77th Cong., ist Sess., Investigation of the National 
Defense Frogram (1941), Part 5. 

27. Senate Report No. 480, Part 5, 77th Cong., 2d Sess. (1942), p. 43. 
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20 summarized extensive studies of contractors’ profits. While 
it found that “neither industry as a whole nor the major part 
of industry should be criticized,” it recommended that “some 
method of profit limitation should be adopted to eliminate 
profiteering on defense contracts.” It pointed out that it 
had been cooperating with the Navy Department in voluntary 
renegotiation of some contractors whose excessive profits were 
large. Much publicity was subsequently given to committee 
hearings on the profits of Jack and Heintz Inc.^® and other 
contractors. 

Meanwhile the services, spurred on by the increasing evi- 
dence of excessive profits, began to initiate voluntary pro- 
grams of renegotiation by which they recovered excessive 
profits already earned and negotiated price reductions on 
future deliveries.®” The Navy had been particularly con- 
cerned with ship repair and alteration contracts on which there 
had been considerable evidence of excessive profits. 

From late January the services redoubled their efforts to 
find some solution to the problem. The issue was finally 
brought to a head on March 28, 1942 when the House of 
Representatives adopted the Case Amendment providing for 
renegotiation of contract prices to eliminate all profits above 
6 per cent.®^ The services were vigorously opposed to this 
proposal because it failed to provide sufficient flexibility and 
was likely to reduce incentives to efficiency.®® Subsequently 
the services worked out with Senator McKellar and the sub- 
committee of the Senate Committee on Appropriations an 
alternative proposal. This contained the basic outline of the 

28. House Report No. 1634, 77th Cong., 2d Sess., p. 26. 

29. United States House of Representatives, Hearings before Committee on 
Naval Affairs, 77th Cong., 2d Sess., Investigation of the Naval Defense Program, 
voL I, March 23 and 25 and April 13, 1942, passim. 

30. Affidavit of H. S. Hensel, U.S. v. Alexander Wool Combing Co., U.S. Dis- 
trict Court for District of Massachusetts, Civil No. 4121, pp. 39-49. Affidavit of 
Robert P. Patterson, J 7 .S. v. Alexander Wool Combing Company, U.S. District 
Court for District of Massachusetts, Civil No. 4121, pp. 24-28. 

31. 88 Cong. Rec. 3139-3140. 

32. United States House of Representatives, Hearings before Committee on 
Naval Affairs, 77th Cong., 2d Sess., Investigation of the Naval Defense Program 

(1942), pp. 2473-2475, 2493-2517, 2S77-Z57S. 
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renegotiation statute as finally adopted except for inclusion 
of section (f) which provided a graduated scale of maximum 
profit percentages ranging from i o per cent on the first 
$100,000 of the contract price to 2 per cent on everything 
over $50,000,000. The services indicated that they were agree- 
able to the McKellar proposal except for this section. A 
substitute minus the controversial section (f) was finally 
adopted.®® The renegotiation statute gave formal recognition 
to practices of informal renegotiation which the services had 
been working out gradually in the preceding months. This 
statute with minor clarifying amendments served as a basis 
for renegotiation of war contractors for the years 1942 and 

^ 943 -®' . . 

The Renegotiation Act as amended in the fall of 1942 pro- 
vided that the services, the Maritime Commission and the 
Treasury might renegotiate the contracts of all prime contrac- 
tors or subcontractors whose total renegotiable contracts ex- 
ceeded $100,000 for the fiscal year.®® All business for the end 

33. Pub. Law No. 528, 77th Cong., 2d Sess., sec. 403, April 28, 1942 (56 Stat. 
245). 

34. The statute was amended on October 21, 1942 (Pub. Law No. 753, 77th 
Cong., 2d Sess.) in line with recommendations of the contracting agencies. The 
more important amendments at this time were as follows: (i) provided for re- 
negotiation of contracts by the Treasury Department; (2) defined “excessive 
profits’’ and “subcontracts”; (3) clarified procedures for recapturing excess 
profits from subcontractors; (4) authorized renegotiation on an over-all basis; 
(5) legalized the practice of the Treasury in allowing a contractor held liable 
for repayment of excessive profits an offset of income and excess-profits taxes 
already paid; (6) spelled out the exemptions from renegotiation. On July i, 1943 
the act was further amended to cover business under contracts with the Defense 
Plant Corporation, Metals Reserve Company, Defense Supplies Corporation and 
Rubber Reserve Company (Pub. Law No. 108, 78th Cong., ist Sess.). On July 14, 
1943 the act was amended to provide for renegotiation of fees or commissions 
paid for procuring government contracts or subcontracts (Pub, Law No, 149, 
78th Cong., I St Sess.). 

35. For more detailed discussion of the renegotiation statute see the symposium 
published by Law and Contemporary Froblems, X (Autumn, 1943), especially 
W. John Kenney, “Coverage and Exemptions”; William Marbury and Robert 
R. Bowie, “Renegotiation and Procurement”; Carman G. Blaugh, “Renegotiation 
Standards and Practices”; Paul B. Boyd, “Administrative Machinery and Pro- 
cedures.” For an excellent discussion of the substantive effects of the renegotia- 
tion policies by the WPB representative on all three of the early renegotiation 
boards see T. H. Saunders, “Renegotiation of Contract Prices,” Harvard Business 
Review, XXI (Winter, 1943), 164-182. See also N, C. Parkin, “Renegotiation of 
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use of the government was subject to renegotiation with some 
limited exceptions, especially “for the product of a mine, oil 
or gas well, or other mineral or natural deposit, or timber, 
which has not been processed, refined, or treated beyond the 
first form or state suitable for industrial use.” Moreover, 
the Secretary of each Department was authorized at his dis- 
cretion to exempt contracts or subcontracts where “the profits 
can be determined with reasonable certainty when the con- 
tract price is established” and a portion of a contract or sub- 
contract if the “provisions of the contract are otherwise ade- 
quate to prevent excessive profits.” 

In February, 1944 the statute was amended and extended 
until December 31, 1944 with the proviso that if the Presi- 
dent found, no later than December 1, 1944, “that competitive 
conditions [had] not been restored” he might extend rene- 
gotiation for a further period not to exceed six months.®® Re- 
negotiation was subsequently extended by the President until 
June 30, 1945 and by Congress until December 31, 1945.’*® 
Although the amendments on February, 1944 affected rene- 

War Contract Prices,” The Journal of Business, XVII (April, 1944), 91-103; 
R. F. Watt, “Renegotiation: A Conscience for Procurement,” University of 
Chicago Lave Review, XI (April, 1944), 230-257; W. G. Katz, “Renegotiable 
Sales and Profits,” University of Chicago Law Review, XI (April, 1944), 258- 
270; G. F. James, “Renegotiation: An Answer to a Problem,” University of Chi- 
cago Law Review, XI (April, 1944), 204-221; G. M. Ferrand, “Renegotiation 
Legislation,” Columbia Law Review, XLIV (March, 1944), 216-239*, Richard C. 
Osborn, “Statutory Renegotiation, A Critique,” The Accounting Review, XXII 
(April, 1947), 175-186. For a discussion of the way in which the renegotiation 
statute has fared in the courts, see John F. Sonnett and Robert Roy Dann, “Re- 
negotiation in the Courts,” The Federal Bar Journal (July, 1946), See also the 
Report on Renegotiation of W ar Contracts by the House Committee on Naval 
Affairs (House Report No. 733, 78th Cong., ist Sess., 1943) and by the Truman 
Committee (Senate Report No. 10, Part 5, 78th Cong., ist Sess., 1933) for discus- 
sion of the first year of experience with the act. For official history of the Navy’s 
activities see Robert J. H. Powell, History of Navy Department Renegotiation 
(1947), 3 vols. 

36. 56 Star. 985. 

37. Loc. cit, 

3k Title VII of Revenue Act of 1943, Pub. Law No. 235, 78th Cong., 2d Sess. 
(58 Stat. 88). 

39. Proclamation 2631, Nov, 14, 1944. 

40. Pub, Law No. 104, 79th Cong., ist Sess. (June 20, 1945). See United States 
House of Representatives, Hearings before Committee on Ways and Means, 
79th Cong., ist Sess., Extension of Termination Date of Renegotiation Act (1945). 
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gotiation very little in a substantive way, the changes in pro- 
cedures were considerable. Under these amendments rene- 
gotiation was made the responsibility of a War Contracts 
Board consisting of six members representing each of the 
interested agencies. The War Contracts Board, however, 
delegated its administrative responsibility for renegotiation 
to the various contracting agencies reserving to itself deter- 
mination of policy and general supervision. The statutory 
limit on exemption of renegotiable sales was raised from 
$100,000 to $500,000. Appeal was provided from decisions 
of the War Contracts Board to the Tax Court of the United 
States. The amended statute also provided some general stand- 
ards to be considered in making a determination of excessive 
profits. Finally, the mandatory exemptions from renegotiation 
were extended and defined in more detail and the War Con- 
tracts Board was given discretionary power to grant exemp- 
tions where competitive conditions were such as to result “in 
effective competition with respect to . . . price” or in the 
case of standard commercial articles where “competitive con- 
ditions . . . will reasonably protect the Government against 
excessive prices.” 

The services insisted from the first that the renegotiation 
statute was basically a pricing statute designed as an integral 
part of the procurement process.^^ Its purpose was primarily 
to effect reasonable prices and not as a device to recapture past 
profits. It was on this basis that they distinguished renegotia- 
tion of excessive profits from taxation of profits. But 
the procedures which were actually worked out by the re- 
negotiation boards under the original statute and which were 
continued in much the same way under the subsequent re- 
visions placed the principal emphasis on recapture. Renegotia- 
tion came to be increasingly divorced from procurement in 
both philosophy and administration. 

41. See Marbury and Bowie, op, cit,, pp. 218-231; W. John Kenney, “Renego- 
tiation of War Contracts ” lecture before Practicing Law Institute of New York, 
October 7, 1943, pp. 34-37, 92. 
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The repricing of future deliveries was left to officials re- 
sponsible for the original procurement and was undertaken 
for the most part independent of the renegotiation process. 
This is to be explained on various grounds. During the early 
stages of renegotiation it appeared to be impossible to work 
out a procedure of repricing which could effect an expedi- 
tious handling of the thousands of cases awaiting renegotia- 
tion. The difficulties inherent in this problem led to the 
increasing separation of procurement and renegotiation 
groups. The latter, subject to continuous criticism from in- 
dustry and investigation by Congress, were concerned with 
expeditious handling of the problem in a manner which would 
clear government and industry alike of charges of excessive 
profits and would at the same time induce general cooperation 
by industry. Many contractors had a genuine desire to be 
cleared of charges of excessive profits in an expeditious man- 
ner and at the same time to avoid undue risk. Repricing of 
future deliveries involved risk because it necessitated con- 
siderable crystal gazing, while recapture of excessive profits 
already earned offered a comparatively riskless method of 
inflicting necessary pain. The compromise was clear. 

The procedures marked out by the renegotiation boards 
were designed to expedite and simplify the process. They pro- 
vided that each contractor should be assigned to one depart- 
ment for the renegotiation of all his contracts subject to the 
act. After preliminary attempts to renegotiate each contract 
separately, it was decided that renegotiation should be on an 
over-all basis, covering all renegotiable business for a fiscal 
year. This made it possible to proceed on the basis of a general 
balance sheet and operating statement, appropriately adjusted 
to eliminate non-renegotiable business, and to avoid special 
cost and profit studies of each contract. The Joint Statement 
on Principles adopted by the interested services and depart- 
ments provided that, in determining the existence and amount 
of excessive profits, the price adjustment boards would be 
guided by the following broad principles: 
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(a) That the stimulation of quantity production is of primary 
importance. 

(b) That reasonable profits in every case should be determined 
with reference to the particular performance factors present with- 
out limitation or restriction by any fixed formula with respect to 
rate of profit, or otherwise. 

(c) That the profits of the contractor ordinarily will be deter- 
mined on his war business as a whole for a fiscal period, rather than 
on specific contracts separately, with the possible exception of 
certain construction contracts. Fixed price contracts are negoti- 
ated separately from fees on cost-plus-fixed-fee contracts. 

(d) That as volume increases the margin of profit should de- 
crease. That is particularly true in those cases where the amount of 
business done is abnormally large in relation to the amount of the 
contractor’s own capital and company-owned plant, and where 
such production is made possible only by capital and plant fur- 
nished by the Government. 

(e) That in determining what margin of profit is fair, con- 
sideration should be given to the corresponding profits in pre-war 
base years of the particular contractor and for the industry, especi- 
ally in cases where the war products are substantially like pre- 
war products. It should not be assumed, however, that under 
war conditions a contractor is entitled to as great a margin of 
profit as that obtained under competitive conditions in normal 
times. 

(f) That the reasonableness of profits should be determined 
before provision for Federal income and excess profits taxes. 

(g) That a contractor’s right to a reasonable profit and his need 
for working capital should be distinguished. A contractor should 
not be allowed to earn excessive profits on war contracts merely 
because he lacks adequate working capital in relation to a greatly 
increased volume of business.^^ 

Under Secretary Patterson and Under Secretary Forrestal 
had previously announced the “broad rule” that “the margin 
of profit which a company makes on its expanded war sales 

42. ]omt Statement by the War^ Nofuy and Treasury Departments and the 
Maritime Commission: Purposes^ Principles, Policies, and Interpretations under 
Section 403 of the Sixth Supplemental National Defense Appropriation Act, 1^42 
(March 31, 1943), pp. 7-8. 
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may be limited to one-half or one-third of the margin of profit 
on peacetime sales.” 

The amendments of 1944 established the following stand- 
ards to be considered in determining excessive profits: 

(i) efficiency of contractor, with particular regard to attainment 
of quantity and quality production, reduction of costs and 
economy in the use of materials, facilities, and manpower; 

(ii) reasonableness of costs and profits, with particular regard 
to volume of production, normal pre-war earnings, and compari- 
son of war and peacetime products; 

(iii) amount and source of public and private capital employed 
and net worth; 

(iv) extent of risk assumed, including the risk incident to 
reasonable pricing policies; 

(v) nature and extent of contribution to the war effort, includ- 
ing inventive and developmental contribution and cooperation 
with the Government and other contractors in supplying techni- 
cal assistance; 

(vi) character of business, including complexity of manufac- 
turing technique, character and extent of subcontracting, and rate 
of turnover; 

(vii) such other factors the consideration of which the public 
interest and fair and equitable dealing may require, which factors 
shall be published in the regulations of the Board from time to time 
as adopted.** 

These standards left the services considerable flexibility in 
their determination of allowable profits. 

Although the procedures for determining the existence of 
excessive profits were flexible, they followed a general pat- 
tern. Contractors subject to the act were required to file sub- 
stantial certified data concerning renegotiable sales, costs, 
profits, and other aspects of their operations. These data were 
subjected to analysis by the services and supplemented by 

43. The New York Times, Feb. lo, 1943, p. 20. This position has been sustained 
by the Tax Court of the United States, See Aircraft Screw Products Co. v. War 
Contracts Price Adjustment Board, 8T.C.1037 and Crucible Steel Casting Co. v* 
Secretary of the Navy, giT.C.S 2 S* 

44. Pub. Law No. 235, 78th Cong., 2d Sess., sec. 701 (4) (A) . 
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other data available to the services on costs and profits as well 
as data on performance. If preliminary investigations indicated 
the existence of excessive profits, a meeting was held at which 
the data were reviewed and the contractor was given a chance 
to state his case. At this point the Price Adjustment Board 
made a determination of the amount of excessive profits, if 
any, and requested a corresponding refund. 

If the contractor and the Price Adjustment Board agreed 
on the refund, a voluntary agreement of refund was signed 
which relieved the contractor of further claims. If not, the 
Price Adjustment Board could impose an order unilaterally. 
If the contractor failed to comply with a unilateral order, the 
government could withhold any funds due him or, in the case 
of a subcontractor, could direct his customers who were prime 
contractors to withhold payments due him. 

The statute has been administered with a minimum of 
difficulty. By February 7, 1947 over 48,000 cases had been 
handled by the various boards exclusive of construction con- 
tracts renegotiated on a completed contract basis and also of 
brokers, agents, and sales engineers. Over 56,000 cases were 
canceled after preliminary investigation indicated that the con- 
tractor was not subject to the act or did not show excesssive 
profits. The total value of contracts renegotiated exceeded 
$190 billion and the gross dollar amount recovered in refunds 
was over f i o billion.*® Disputes concerning the findings of the 
War Contracts Board which could not be resolved volun- 
tarily occurred in only 1.2 per cent of the cases.*® As of June 
10, 1946 only 496 cases, involving sales of about $364,000,000 
had been appealed to the Tax Court.*’’ Clearly that statute has 
been administered expeditiously and with a minimum of fric- 
tion with industry. It is unquestionably true that renegotiation 
has done much to clear industry of a record of “unconscion- 
able profits.” The public record is the record of profits after 

45. United States Senate, Special Committee Investigating the National De- 
fense Program, Senate Report No. 440, Part 2, Renegotiation, 80th Cong., 2d Sess. 
(1948), p. 14. 

46. Sonnett and Dann, op, cit,, p. i, note i. 

47. Ibid., p. 2. 
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renegotiation refunds. These profits have the stamp of ap- 
proval of the War Contracts Board and compare well with 
profits made by many concerns during the war on civilian 
business. 

The Effects of Renegotiation 

The net effect of renegotiation upon procurement is per- 
haps more hotly debated than any other aspect of the procure- 
ment policies pursued during World War 11 . Its effects are 
to be sought not in the dollars recouped but rather in its effect 
upon procurement and upon national morale. As was indicated 
above, excess profits may result consciously or unconsciously 
from the increase in volume due to the war and from uncer- 
tainties concerning other factors affecting costs. Moreover, 
they may result from the conscious efforts of a small group of 
individuals to take advantage of the war effort for their own 
profit. There is no question but that renegotiation was an ef- 
fective device for recouping excessive profits arising from 
these sources. Cooperative contractors who found that they 
had made more than reasonable profits due to errors in esti- 
mating costs were provided an orderly procedure for rectify- 
ing these errors. The government was provided with a 
weapon to proceed against the minority of recalcitrant con- 
tractors who sought willfully to profit from wartime condi- 
tions. National morale and unity of purpose were unquestion- 
ably strengthened thereby. It does not appear that there are 
as many wartime fortunes or as large fortunes made from 
World War II as from World War I. Finally, renegotiation 
made a minor contribution to minimizing directly the budget- 
ary cost of war although the excess profits taxes would have 
recouped the greater part of the excessive profits recouped 
by renegotiation and the indirect effects of renegotiation in 
discouraging efficiency probably more than offset this. 

Renegotiation was also of considerable value both to pro- 
curement officials and to industry in setting a pattern of profits 
which might be considered reasonable under wartime condi- 
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tions. It reset the sights of procurement ofScers and industry 
alike concerning the appropriate price and profit policies to 
be followed in pricing war contracts. Peacetime standards 
were clearly inapplicable. But what standards were to take 
their place? Through a case-by-case method, the renegotia- 
tion boards, staffed by men from industry and finance, devel- 
oped a pattern of reasonable profits, a pattern into which each 
contractor was fitted with some allowance for his risks, his 
contribution, his efficiency, etc. Within limits the pattern 
might have been higher, or it might have been lower. The 
relative position of individual contractors might have been 
different. The important thing is that by a pragmatic and 
orderly process a pattern was established. Differences were 
not due solely to chance or differences in bargaining skill. 
The area for differences of opinion as to appropriate profits 
on new procurements was narrowed. 

What was the effect of renegotiation upon procurement? 
Perhaps the principal contribution vi^hich renegotiation made 
to procurement was the wealth of information which renego- 
tiation made available. Renegotiation was the occasion for 
summarizing the over-all contribution of each contractor to 
the war effort. The reports prepared for the Price Adjustment 
Boards indicated the total war business of each contractor, 
his technical contributions, his products, to whom he sold, his 
performance with respect to quality and delivery, his prices 
compared with those of competitors, and his over-all costs and 
their breakdown in terms of labor, materials, and overhead. 
This information was invaluable in the negotiation of particu- 
lar contracts. Moreover, renegotiation gave the procurement 
officer some indication of the type of buying job he had done 
in previous purchases. In the case of multiple product firms, 
it might be impossible for a particular procurement officer to 
assess his previous procurement because over-all cost and 
profit figures were the result of sales of all products and not 
of a particular product. But, even in such cases a record of 
substantial excessive profits called for some explanation which 
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an alert procurement officer was bound to seek. Renegotia- 
tion was in a real sense “the conscience of procurement.” 

Renegotiation also tended in many cases to make prime con- 
tractors somewhat more receptive to lower prices. If the con- 
tractor foresaw excessive profits from existing prices, he 
might be more inclined to make price reductions since they 
were practically costless to him. This was particularly true if 
he could be convinced that reasonable pricing policies would 
lead to more favorable treatment in renegotiation. On the 
other hand, it was frequently alleged that procurement offi- 
cials, knowing that renegotiation would recoup excessive 
profits, were less prone to push vigorously for close prices 
than they would otherwise have been. This was doubtlessly 
true in some cases, especially in the early period. But as the 
pricing philosophy of the services became more articulate and 
procurement officers were trained in the techniques and arts 
of price analysis and negotiation, this tendency was lessened. 
Without the extensive knowledge of contractors’ over-all op- 
erations and without some standard of reasonable profits, ne- 
gotiators would have been in a poor position to seek close 
prices under the peculiar conditions of wartime procurement. 

But this is not the whole story. The controversy revolves 
primarily around the effect of renegotiation upon the produc- 
tive efficiency of contractors. The theory of renegotiation 
was that allowable profits should be determined in such a way 
as to reward the contractor who in the light of all circum- 
stances controlled his costs well and sought to use labor and 
materials efficiently. For greater efficiency the contractor 
was to receive greater reward in dollar terms. It has been 
widely alleged, however, that renegotiation far from reward- 
ing efficiency placed a premium on the incurring of high 
costs. It has been pointed out that renegotiators were often 
not in a position to distinguish effectively between an efficient 
and an inefficient firm because of the absence of adequate 
tests of relative efficiency. Moreover, it is quite widely be- 
lieved that the range of allowable profits in terms of which 
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the boards operated was too narrow to allow for significant 
variations in rewards. There is a general belief that once the 
pattern of allowable profits had been established, a contractor 
could expect about the same rate of profit on costs in subse- 
quent years that he had been allowed in his initial renegotia- 
tion. Consequently it was argued that far from being rewarded 
for efforts at cost reduction the contractor had a positive in- 
centive not to reduce his costs any more than necessary. This 
meant that renegotiation did not provide the contractor with 
incentive to improve his internal production set-up or to seek 
lower prices on his purchases of materials and subcontract 
items. 

These charges, if true, are a serious indictment of renego- 
tiation. Although there doubtlessly were cases where effi- 
ciency was not rewarded, particularly in the formative stages, 
it appears that a conscientious effort was made to reward effi- 
ciency. The difficulty arose in getting adequate measures of 
efficiency. Comparative costs and changes in costs, while often 
significant indicators of efficiency, were by no means con- 
clusive. The problem of efficiency was a relative one, not an 
absolute one. The relevant question was whether the firm was 
conserving labor and materials as well as might be expected 
considering its available plant, its location, its labor market, 
etc. The mere fact that one firm’s costs were as low as another’s 
was not conclusive. A firm with an old converted plant might 
have much higher costs than another with a new plant geared 
for mass production. Yet in a relative sense the first firm might 
be more efficient than the other. In some cases a breakdown of 
unit costs might be illuminating, but often it would not be 
coitclusive. And in the case of many multiproduct firms, mean- 
ingful unit cost data were not to be had. Analysis of cost trends 
could also be deceptive. If one firm’s costs declined faster 
than another’s, was this because its costs were inflated by a 
greater amount to begin with, because of more advantageous 
technical conditions, or because of a greater increase in effi- 
ciency? And what indicators should be used when there was 
no other firm producing the item or where cost data were 
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not available? In general the renegotiation boards were not 
equipped to handle this problem. Although the cost analysis 
work of the procurement groups was designed to aid in these 
matters, this work was too little and too late to be of much 
significance in renegotiation. The evidence available to the 
Price Adjustment Boards was fragmentary and their judg- 
ments were inevitably highly intuitive. It is not surprising 
therefore that the spread between the profits allowed to effi- 
cient and inefficient firms was narrow. Nor is it surprising 
that the opinion became prevalent that cost reduction did not 
bring its rewards in renegotiation. 

In the matter of rewarding those contractors who took the 
risks incident to close pricing equally difficult problems arose. 
The theory was that the renegotiation boards would allow 
substantially greater profits to those contractors who had 
made a conscientious effort to price their contracts in advance 
at a level which on the basis of reasonable anticipations would 
not yield excessive profits. This promise of better considera- 
tion in renegotiation was the incentive which the negotiator 
could hold forth to induce close pricing of initial contracts. 
While it appears that the renegotiation boards made some 
effort to follow through on this policy, many procurement 
officers were of the opinion that the difference in treatment 
was not sufficient to warrant the assumption of the risk. But 
here again the renegotiation boards faced serious problems in 
determining the extent of the pricing risk that the contractor 
assumed. The problem was to visualize the risks as seen in 
advance. If a contractor ended the year with large excessive 
profits, this might be due to a conscious attempt to inflate his 
cost estimates. But was it? Might it not have been due to a 
failure to assess the various elements of uncertainty correctly? 
If at the time of negotiation the procurement officers accepted 
the cost estimate as reasonable, could they question a contrac- 
tor’s claim that he thought that he was taking a pricing risk? 
Might not these excessive profits have been due to unexpected 
success in controlling costs? If so, should the renegotiation 
boards penalize him for his efficiency? Only where a strong 
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case could be made that the firm had followed a policy of 
padding its costs knowingly was it feasible to penalize a con- 
tractor severely for failure to take a pricing risk. 

The difiiculties of administering rewards for efficiency and 
risk-taking arose from the basic problem which inevitably 
harasses wartime procurement, i.e., the problem of devising 
standards of reasonable unit costs. Even with adequate cost 
techniques, close pricing in initial procurement would be diffi- 
cult. The prerequisite to close pricing on initial procurement 
as well as to the administration of incentives through renego- 
tiation is the development of more adequate techniques for 
analyzing costs and production efficiency. If administrated 
incentives are to be effective, industry must be convinced 
that the administrators have the way as well as the will to de- 
; termine the degree of efficiency and risk-taking. If industry is 

not convinced, there will be strong incentives to cushion costs 
I and to pad profits. 

|i It should also be pointed out that the excess profits tax 

I limited seriously all attempts to administer financial rewards 

I for efficient production or for the assumption of pricing risk. 

I These taxes bore heavily on the increment of profit, particu- 

I larly in the case of contractors who had experienced a substan- 

1 tial increase in the volume of sales over the base period of 

I 1936-1939. An additional increment of profit before taxes 

"I did not appear to be very important to a contractor after 

J excess profits taxes of 70 or 80 per cent had been paid. This 

was particularly true if the risks or the effort involved in 
vl efficient production and close pricing appeared large. Of 

' course the contractor had a long-run interest in maintaining 

I an efficient plant in anticipation of the return of peace and his 

II need to compete in civilian markets. This consideration plus 

||| patriotic motives doubtlessly induced many contractors to 

I maintain their plants at as high a level of efficiency as was 

I feasible under wartime pressures. 

I It is probable that in wartime positive financial incentives 

I to efficient production must necessarily play a minor role, 

I but it is extremely important that there should not be nega- 
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tive incentives to efficiency. Renegotiation will do much 
harm if there develops a belief that allowable profits depend 
upon costs and that a contractor will be penalized for in- 
creased efficiency. Such a disguised form of CPPC pricing 
would be destructive of industrial morale. 

Discretionary Exemptions from Renegotiation 

In view of the difficulties of maintaining incentive prices so 
long as contracts were subject to renegotiation it is not sur- 
prising that an attempt was made to grant discretionary ex- 
emptions from renegotiation in appropriate circumstances. 
The Tryon Conference had recommended that greater use 
be made of the power to exempt contracts from renegotiation 
where it was feasible to negotiate close initial prices.^® It was 
contemplated that this would be done both by exemptions 
of specific contracts and by the over-all exemption of specific 
contractors for limited periods of time. The amendments to 
the renegotiation act in February, 1944 were designed to en- 
courage this. 

While the Navy never looked with much favor on exemp- 
tion from renegotiation except in the case of incentive con- 
tracts,*® the War Department officially encouraged exemption 
in specified circumstances. Army Procurement Regulations 
provided that exemptions should be granted only if certain 
rigorous conditions were satisfied which were designed to 
insure that the contract prices were reasonable.*® But many 
of the contractors who could and would satisfy these condi- 
tions wished the clean bill of health which renegotiation of- 
fered, while many who wanted to escape renegotiation were 
not able or willing to satisfy the rigorous conditions. More- 
over, in order to qualify for exemption of certain contracts, 
the contractor had to have an accounting system which en- 

48. Army Industrial College, Contract Pricing: Principal Developments, p. 140. 

49. Records of the Navy indicate that only about thirteen contracts were ex- 
empted from renegotiation by the Navy, most of which were incentive-type 
contracts. 
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abled him to segregate costs of the exempted contracts from 
costs of other contracts subject to renegotiation. Despite the 
encouragement of exemption by high policy echelons, the 
technical services of the War Department do not seem to have 
granted many exemptions. The official history of the Pur- 
chases Division, ASF, concludes that “it is possible that ex- 
emptions from statutory renegotiation have not contributed 
materially to the effectuation of pricing policies.” 

It is unfortunate that greater use was not made of these 
discretionary powers to grant exemptions from renegotia- 
tion, particularly after the early years of the war. It should 
have been possible in the case of contractors producing goods 
similar to their peacetime products to have negotiated close 
initial prices free from renegotiation for limited periods of 
time. Experience of many contractors in numerous other fields 
also indicates that close pricing could have been effected once 
the uncertainties of the early war years had been passed. The 
greatest difficulty seems to have risen from the need to segre- 
gate costs on exempted contracts from those which were not 
exempted. The appropriate solution to this problem, which 
is discussed in more detail in Chapter XII below, was to de- 
velop an over-all forward pricing policy covering all future 
sales for war use whether on prime contracts or subcontracts. 
This would have avoided the need for segregating costs on 
individual contracts. A wider use of the discretionary powers 
to exempt contractors from renegotiation would have required 
courage on the part of the services, but it would have put the 
procurement officers upon their mettle. Moreover, it would 
have provided a striking opportunity to recognize contractors 
who were doing a conscientious job of pricing and would 
have increased the incentives to cost control particularly 
among the many small contractors who are particularly sensi- 
tive to financial incentives and for whom it is not easy to de- 
vise other systems for inducing efficiency in the use of labor 
and materials. 

51. Production and Purchases Division, ASF, Purchasing Policies and Practices, 
p. 182. 
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Conclusion 

Renegotiation was unquestionably of considerable use in 
the early stages of the war. It should be credited with having 
set a pattern of allowable profits and with having limited the 
“unconscionable profits” resulting from errors of judgment 
or from the efforts of a willful minority. It contributed much 
to the development of public morale except on the part of 
those managements which became convinced that efficiency 
did not pay. But as the war progressed renegotiation became 
increasingly removed from procurement. Some contractors 
evidently concluded that renegotiation penalized those who 
succeeded in improving the efficiency of their operations. If 
it was to be used as an essential part of the pricing policy of 
the services, it should have been kept closer to the procure- 
ment function. Moreover, its success was dependent upon the 
development of more convincing tests of efficiency and risk- 
taking and upon a greater willingness to make significant dif- 
ferences in allowable profit between contractors who con- 
trolled their costs and those who did not. If such tests were 
developed, it should have been possible to make wider use of 
the discretionary powers to grant exemptions from renegotia- 
tion after the initial stages of the war. As it was, renegotiation 
was too far removed from procurements, too much emphasis 
was placed upon recouping excessive profits after they had 
been earned, and too little emphasis was placed upon the 
proper pricing of a contractor’s future deliveries on an over- 
all basis. 
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COMPANY PRICING PROGRAM 

The company pricing program inaugurated by the services 
in the spring of 1944 represented an innovation in pricing pro- 
cedures Avhich warrants careful consideration in any planning 
for the future.’- The program was designed to provide some 
missing links in the services’ pricing program: (i) to pro- 
vide more effective procedures for pricing subcontracts and 
(2) to bridge the gap between pricing for future delivery, 
which was done on an individual contract basis, and rene- 
gotiation of past deliveries, which was on an over-all basis. This 
aspect of the services’ pricing program has not received the 
attention which it deserves. 

Although it is fair to say that the program was not out- 
standingly successful, the program as originally conceived 
had distinct merits. On another occasion, if inaugurated at an 
earlier period in the procurement cycle and appropriately 
integrated with original procurement and renegotiation, it 
might serve to make the pricing problem both simpler and 
more effective. 

Background 

The company pricing program was a natural outgrowth of 
the services’ previous attempts to develop an effective pricing 
program. By the end of 1942 the services had developed a 
reasonably clear pricing program: (i) procurement officers 

I. “Company pricing” was the designation used by the War Department. The 
parallel program of the Navy was “repricing” or “price revision ” The present 
discussion is based largely on the author’s personal experiences. For general dis- 
cussion of the program see National Industrial Conference Board, Repricing 
War Contracts under the Company Tricing Program (1944), “Studies in Business 
Policy” No. 8; ASF Manual M 609, Company Tricing (May, 1945); Production 
and Purchases Division, ASF, Purchasing Policies and Practices, pp. 184-190, 383- 
386*, Business Week, Dec. 1944, pp. 15-16. 
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strove for close prices on each contract at the time of negotia- 
tion; (2 ) in cases where prices turned out in retrospect to have 
been excessive, they were corrected through a refund of ex- 
cessive profits on an over-all basis. These two aspects of price 
policy were undertaken to a large extent by separate groups. 
Although these two groups were responsible ultimately in 
each service to the same authority, they operated with a high 
degree of independence and without adequate coordination. 
•This separateness was further emphasized in February, 1944 
when the renegotiation boards operating within the services 
were made responsible on matters of policy and procedure to 
the War Contracts Board, which was established by Congress 
to operate outside of the services. 

This modus operandi which had been developed between 
initial procurement and renegotiation was far from satisfac- 
tory. While it was reasonably effective in recouping excessive 
profits after they were earned, it did not provide an effective 
means of negotiating incentive prices in prospect. This failure 
was due in part to the crystal-gazing nature of the problem of 
pricing for future delivery and to the conflict of profit control 
with incentive pricing. 

But much of the difficulty arose from the fact that there 
were several missing links in the system for pricing military 
contracts. In the first place there was no adequate method for 
controlling prices on subcontract items. Since it has been 
estimated that fifty cents out of every dollar spent by the 
services on prime contracts went for the purchase of subcon- 
tract items and materials, the failure to control subcontract 
costs was a major problem. Due to a tendency to pyramid 
profits on costs, excessive prices on subcontract purchases 
tended to be reflected in even more excessive prices on end 
products. Except where the services were able and willing to 
put exceptional pressure on prime contract prices, there was 
often no real incentive for prime contractors to try to nego- 
tiate low prices on their subcontracts. Moreover, in many 
cases prime contractors did not have the evidence of excessive 
prices of their subcontractors which was available to the serv- 
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ices, and the latter were loath to give them this data. In cer- 
tain cases subcontractors were reluctant to depart from estab- 
lished prices, a reluctance which a prime contractor might find 
it very difficult to break down. This was true of many subcon- 
tract items sold by a single seller, by sellers with well-estab- 
lished list prices, or by industries with well-established price 
leadership. Consequently, many industrial purchasing depart- 
ments tended to devote themselves to order-placing and ex- 
pediting and to become quite insensitive to price considera- 
tions. 

In some cases, but by no means all, these subcontract prices 
were subject to OPA controls. These controls, however, were 
far from adequate. The evidence indicates that in many cases 
the rate of profit attainable under these ceiling prices were 
far above those deemed reasonable on war contracts. But in- 
dustry was often reluctant to make subcontract sales below the 
established ceilings, even for use on w'ar contracts.^ 

The services had made some attempts to exercise indirect 
control over subcontract prices, but these had not proved very 
effective. In the case of major components, they sometimes 
reviewed the prices of subcontracts when negotiating prime 
contracts. It was not feasible to do this in many cases, how- 
ever, because of the multitude of relatively small subcontracts 
involved and because at the time of the negotiation of a prime 
contract the contractor was often in no position to know who 
his subcontractors would be. Even in the case of CPFF con- 
tracts, where cost inspectors had to approve invoices for 
materials, the inspectors often confined their review of prices 
to determining whether there had been gross overpricing in 
terms of conventional standards of reasonable prices. Since 
the prime contractor was legally responsible for delivery 
and performance, the cost inspectors were loath to substitute 
their judgment on pricing matters for that of the contractor’s 
purchasing agent, various proposals to extend the review of 
the purchase prices on subcontracts to all major prime con- 
tractors raised many administrative problems. Moreover, to 

2. See above, pp. 76-77. 
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have done so would have placed a serious burden on many 
subcontractors who were selling to several prime contractors 
under the jurisdiction of several contracting offices. Such sub- 
contractors would have found their sales prices being re- 
viewed by many procurement offices with all the burdens of 
filing of information and negotiation which this would have 
involved. And even if an attempt had been made to review 
prices on all major subcontract purchases, this individual sub- 
contract approach was bound to fail, not only because of the 
administrative burden involved, but also because of the inher- 
ent weakness in the individual contract approach. 

This leads to the second broad weakness in the prevailing 
system of pricing contracts. Pricing for future delivery was 
done on an individual contract basis, but incentive pricing 
for future delivery to be successful depends on accurate esti- 
mating of the future over-all operations of the firm. In the 
case of those few firms whose total operations were confined 
to one or a few contracts under the jurisdiction of a single 
procurement office, it was feasible in negotiating prices to 
consider the future operations of the firm on an over-all basis, 
including total volume, probability of contract increases or 
cancellations, changes in the composition of output as be- 
tween high-profit and low-profit items, changes in delivery 
schedules, and the many other variables which might be 
relevant to future costs. The typical case was quite different. 
Many of the prime contractors, both large and small, had 
numerous contracts with several different technical services 
or bureaus. The various contracts were priced by different 
procurement offices and at different times. The procttrement 
officer was often ill-advised concerning the total future opera- 
tions of the firm since he did not have a composite over-all 
view of the firm’s existing orders and delivery schedules and 
of the future intentions of other procurement offices. Yet iu 
order to arrive at a reasonable estimate of future costs or to 
assess an estimate submitted by the firm, it was necessary to 
make some assumptions concerning future over-all operations. 
Here was a situation calhng for real coordination of procure- 
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ment effort between procurement offices often' located far 
apart and purchasing quite unrelated products. 

The situation was further complicated by the fact that 
some contractors took advantage of the situation to play vari- 
ous procurement officers off against one another in an effort 
to gain from all the most favorable conditions offered by any. 
To some extent this is inevitable under a system of decen- 
tralized purchase operations. Under such a system consider- 
able discretion must be given to the individual procurement 
officer, no matter how rigid the regulations. But the process 
goes much further than necessary. Closer relations between 
operating procurement officers could do much to minimize 
the confusion resulting from this process and to develop a 
united front against constant nibbling at the standards of 
pricing established by the services. 

The pricing philosophy of the services required for its 
success that each contract, or at least the aggregate of all 
contracts of each firm, should be priced sufficiently closely 
to provide an incentive to efficient production. Failure to 
price closely any important group of a firm’s contracts gave 
the firm a cushion against loss on other contracts and thereby 
reduced the risk which it should assume. The good work of 
one contracting officer might come to naught if another con- 
tracting officer failed in his responsibility. A similar problem 
was presented by the case of firms which were producing 
on both prime contracts and subcontracts. Close pricing by 
all procurement officers on the former, if possible, might 
come to naught because the subcontracts were not reasonably 
priced. 

These two problems, the absence of effective checks on the 
prices of subcontracts and the failure to provide an over-all 
approach to prices for future delivery, were the basic problems 
which the company pricing program was designed to solve. 

As indicated above, the company pricing program was in 
reality a logical development in the evolution of the services’ 
pricing policies. In the fall of 1943 the Assistant Director for 
Pricing, ASF, had pointed out the difficulties inherent in 
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approaching pricing through the individual contract and had 
urged greater use of over-all review of contractors’ pricing 
policies in connection with renegotiation.® Likewise, in the 
fall of 1943 procurement officials in the Navy Department 
had initiated studies of ways and means to follow up renego- 
tiation by more effective steps to reduce prices on future 
deliveries. Renegotiation, which had originally been con- 
ceived as a device to effect repricing, had clearly failed in 
this respect. To be sure, the Price Adjustment Boards would 
incorporate a forward pricing clause in their agreement where 
the contractor was willing. Although these clauses varied from 
case to case, a clause used quite frequently provided: 

The contractor agrees to re-estimate its costs from time to time 
during its current fiscal year, giving consideration to its cost ex- 
perience for the latest fiscal year covered by this agreement, and 
from time to time during the current fiscal year to adjust its prices 
under contracts and subcontracts subject to renegotiation under 
the provisions of the Act, to eliminate the accumulation during 
such current fiscal year of profits thereunder regarded by the con- 
tractor as excessive. The provisions of this paragraph, however, 
shall be without prejudice to subsequent renegotiation pursuant to 
the Act, relating to any fiscal year subsequent to the fiscal year 
covered by this agreement. 

Many contractors acted in good faith and brought their pric- 
ing policies into line with the services’ objectives. But these 
pledges lacked teeth and their administration proved difficult 
where the contractor did not take them seriously. It is not 
surprising that these clauses came to be referred to as “boy- 
scout” pledges. 

The passage of the Revenue Act of 1943, signed by the 
President on February 25, 1944, provided an additional im- 
petus to find a new solution to the problem of incentive pric- 
ing.^ Title VII of the act extended renegotiation through 
December 31, 1944 with the proviso that the President might 
extend it six months more if competitive conditions warranted. 

3. Q. K.lloyd^ Lavs and Contemporary froblems,'K<,iSS-i6i, 

4. Pub. Law No. 235, 78th Cong., 2d Sess. (Feb. 25, 1944). 
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Title VIII gave the Secretary of each of the procurement de- 
partments the power to establish prices for future delivery by 
order if he was unable to arrive at fair and reasonable prices 
voluntarily by negotiation. The debate preceding the exten- 
sion of the renegotiation statute had indicated a feeling on 
the part of several influential Congressmen that by 1944 the 
procurement program should have been sufficiently stabilized 
and the services should have had sufficient cost information to 
negotiate initial prices so well as to make renegotiation un- 
necessary. The discussions mcident to extension of renegotia- 
tion led the services to renew their efforts at close pricing with 
increased vigor, so that their contract prices would be on a 
satisfactory basis if renegotiation should lapse. Moreover, 
Title VIII was interpreted as an indication by Congress that 
such a policy was in order. 

Trocedure of Company Pricing 

The solution chosen was one of supplementing existing 
procedures by a periodic over-all review of each firm’s prices 
and price policies in order to revise them where necessary and 
to bring them in line with current conditions and future 
operations. To accomplish this was a major administrative 
task. Primary administrative responsibility for the review was 
assigned to the procurement personnel of the same service 
which was responsible for renegotiation.® In the case of the 
War Department, company pricing was the responsibility of 
the established procurement offices of the technical services 
and of the AAF. In the Navy Department it was the respon- 
sibility of the Price Revision Division established in the Office 
of Procurement and Material. In the case of certain shipbuild- 
ers, air frame contractors, and some other contractors where 
a single bureau was responsible for the bulk of the procure- 
ment it was the practice in the Navy to leave repricing activi- 
ties in the hands of the bureau of principal cognizance. 

5. In some cases firms were assigned to a service other than that responsible for 
renegotiation. This was true particularly where the service responsible for rene- 
gotiation did not have a dominant interest in the company pricing review. 
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Although a single group had administrative responsibility 
for repricing, it was necessary that all parties interested in the 
contractor should be represented in negotiations. In many 
cases this meant that all procurement offices having contracts 
with the firm would participate in company pricing discus- 
sions and meetings. In other cases, particularly where their 
interests were minor, the parties concerned would indicate a 
willingness to accept any arrangement effected by the group 
responsible for the review, provided the arrangement did 
not affect existing contractual arrangements in any manner 
except by reducing prices. In any event, so far as prime con- 
tracts were involved no arrangement could be concluded 
which was not acceptable to the contracting officer who had 
legal cognizance of the contract. 

Company pricing reviews were generally undertaken by a 
team of negotiators, price analysts, and lawyers. The board 
responsible for renegotiating the company was also frequently 
represented. A company pricing meeting was supposed to 
be preceded by a detailed examination of the contractor’s 
existing orders, his past financial operations, current and past 
prices, prospective cost trends, and his budget of future opera- 
tions. It was necessary, therefore, to pool all available in- 
formation from the various procurement offices and from 
the cognizant Price Adjustment Board and to supplement 
this data with the most recent interim financial data available 
and with an estimated budget of future operations. The period 
for which a company pricing arrangement was effective varied 
anywhere from three months to a year. The importance of 
the period arose from the fact that the longer the period, the 
greater the risk, while the shorter the period the less effective 
were the incentives to efficiency. Three months was the most 
frequent period for which arrangements were effective. 

The specific ends to be reached as a result of a company 
price review varied.® The purpose was to examine the prices 
and pricing policies of the firm and, where there was evidence 

6. For examples of typical arrangements see ASF Manual M 609, Company 
Tricing. 
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of excessive prices over-all or maladjustment in the structure 
of prices, to determine the cause and the most effective rem- 
edy. In some cases the mere collection of data and its review 
by the assembled procurement officers gave the latter the 
means for negotiating satisfactory prices for their respective 
contracts. In other cases it developed that the cost-accounting 
system on which the firm had been relying was such as to 
overestimate costs systematically under conditions of large 
volume production. The company pricing meeting served in 
such cases as a stimulus to the contractor to revise his cost 
system or to revise his pricing policy based thereon. In such 
cases the burden for repricing could be placed on the con- 
tractor. In the case of other contractors, particularly firms 
producing a multiplicity of items without adequate individual 
product cost data, the solution was a uniform percentage 
reduction in prices on all items sold for the end use of war 
contracts or a uniform discount on all such sales. Where cost 
information was such as to distinguish costs and profits on 
broad classes of items, the reductions or discounts were often 
varied as between the different classes of products. Although 
there were instances where voluntary refunds of excessive 
profits from past sales were accepted as part of the com- 
pany price review, this was generally recognized as the func- 
tion of renegotiation. 

A special rebate arrangement was devised for use in certain 
specified circumstances on subcontract sales. Under this ar- 
rangement the contractor agreed in advance to rebate directly 
to the government a specified percentage of all sales for the 
end use of war contracts made during the period.'^ Under this 
arrangement the sales price remained artificially high but the 
net realization of the firm was reduced. This differed from an 
agreement to refund profits in excess of a certain percentage 
in that the amount of refund on each dollar of sales was agreed 
upon in advance and the contractor presumably had an in- 
centive to reduce his costs. In this respect it avoided the cost- 

7. See ibid., pp. 19-20 for a discussion of the pros and cons of the rebate ar- 
rangement. 
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plus-percentage-of-cost virus which infects most refund ar- 
rangements. The disadvantage of this technique arose from 
the fact that it failed to reduce prices to the immediate cus- 
tomer so that the costs of contractors purchasing from the 
subcontractor remained artificially high. Since customers pre- 
sumably continued to calculate their prices on this artificially 
high basis, it resulted in artificially high prices on prime con- 
tracts. 

The regulations established by the services provided that 
the rebate arrangement should be used only with respect to 
subcontract sales and then only under two circumstances: ( i ) 
where the seller could not distinguish at the time of sale 
between sales for end use of war contracts and civihan end 
use, and (2) where the contractor could not change his price 
structure without serious postwar damage. In the latter case 
a rebate arrangement was to be used only if the services were 
convinced “that the existing price structure has developed 
through a long previous competitive period; that present prices 
are comparable to those prevailing before the war; that the 
price structure was a firm one, and not simply a list from which 
competitive discounts were quoted; that the articles involved 
will be sold after the war in similar form to the form in which 
they were sold before the war; and that changed prices in 
wartime would clearly be likely to disrupt the postwar mar- 
ket.”® These conditions were clearly designed to limit the 
use of the rebate article. Although the War Department made 
rather frequent use of the rebate article, the Navy used it in 
only three or four cases and then only because of the im- 
possibility of distinguishing between war and civilian end 
uses. 

Evaluation 

The accomplishments of the company pricing program are 
difficult to assess. The program was initiated in the spring of 
1944 but was not launched as a major program until early 
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fall. Just as the program was gaining momentum the prospect 
of victory in Europe began to loom over the horizon. Nego- 
tiations during the winter of 1944-1945 were complicated by 
the uncertainties arising from prospective cutbacks and by the 
need to perfect company pricing techniques and explain the 
program to industry. 

Nonetheless, pricing policies of many concerns were re- 
vised in line with the services’ objectives. Moreover, in the 
case of several of the major holders of prime contracts general 
discussion between top executives of the company and ail 
interested procurement officers led to a revision of over-ail 
company policy to bring it more closely in line with the serv- 
ices’ policy. In the case of large decentralized concerns, this 
approach through top management afforded an excellent 
method for developing desirable pricing techniques with a 
minimum of administrative burden to the services and for 
developing better relations between the operating groups of 
industry and the services. 

Perhaps the greatest accomplishment of the company pric- 
ing program was with respect to the pricing of subcontracts, 
a field which was relatively untouched when the program be- 
gan. Here the services succeeded in negotiating price reduc- 
tions, discounts, and rebate agreements in many situations 
which would otherwise have been untouched except by re- 
negotiation. Figures of price reductions, rebates, or refunds, 
however, cannot measure the over-all accomplishment of the 
program. The significance of the program is to be measured 
not by the dollars saved but solely by the materials and hours 
of labor saved as a result of incentive pricing. On this there is 
no evidence. 

The company pricing program, in contrast to renegotiation, 
was administered at all times as an essentially voluntary pro- 
gram. Moreover, it was administered by procurement per- 
sonnel. The inducement to participate was the prospect of 
better treatment at the time of renegotiation. To be sure, 
mandatory action under Title VIII was available for use 
against recalcitrant contractors, but there was general reluc- 
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tance to invoke these powers. The problem of inducing vol- 
untary compliance was complicated by the fact that many 
contractors beheved that renegotiation boards would not make 
any significant difference in allowable profits as between firms 
which had taken the risks of close pricing and those which 
had not. Consequently some firms which were unwilling to 
conclude arrangements acceptable to the services were allowed 
to continue their pricing poHcies unmolested.® Such failure 
to invoke mandatory powers, if continued, might have under- 
mined the whole program. But by the time such cases had 
been winnowed out in the late spring of 1945 there was little 
enthusiasm for drastic action in view of the rapid tapering off 
of the procurement program. 

As the newest technique for the pricing of military pro- 
curements, the company pricing program had to fight for 
recognition in an environment in which procurement and 
renegotiation groups were well established. It was seriously 
hampered by the fact that it was never recognized as a co- 
partner with renegotiation, and the policies and procedures of 
these two approaches to pricing in terms of the over-all busi- 
ness unit were never adequately integrated. It was claimed 
by many that the program was merely a profit-skimming 
scheme, which did in a slipshod manner what renegotiation 
could do with greater skill. There is an element of truth in 
this charge, especially with respect to the earlier arrangements. 
This was not, however, inherent in the program. The really 
significant charge against the program is that in their haste to 
show tangible results the responsible company pricing groups 
proceeded far too often on the basis of inadequate over-all 
operating statements and failed to make sufficiently intensive 
studies of the contractor’s operations, his cost system, price 
methods, and future budget. This resulted from inadequately 
trained personnel, uncertain policies, and a preoccupation 
with paper results. 

Whatever the faults of the program as actually administered 
in 1944-1945, the company approach to pricing for future 

9. Production and Purchases Division, ASF, op. ciUy p. 386. 
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delivery has real merit. This approach to pricing is the logical 
result of the basic philosophy of incentive pricing developed 
by the services in 1942 and 1943. In the pricing of some pro- 
curements, particularly products with close civilian counter- 
parts, comparative prices may afford a useful standard for 
pricing. But for the large volume of specialized military pro- 
curement this standard is not adequate. 

Wartime contractors for specialized military equipment 
are to a large extent unique. The conditions of production 
differ so greatly between contractors that there are often no 
standards of pricing except those which look primarily to the 
conditions of the particular contractor. It has been customary 
in the past to develop a price policy for the firm on a piece- 
meal basis by attempting to negotiate reasonable prices on each 
contract at the time of its award. In many cases these original 
prices were redetermined one or more times after a review 
of cost experience on the particular contract. This required 
not only elaborate analysis of costs and negotiations upon the 
award of the contract, but further filing of information and 
negotiations in accordance with provisions for redetermina- 
tion. Although this approach is justified in the case of large 
contracts, it is an inexcusably cumbersome and expensive 
method for dealing with the large mass of small-sized and 
medium-sized prime contracts, which constitute the bulk by 
number of the contracts which must be priced. This proce- 
dure leads to the maximum confusion and irritation of con- 
tractors since redetermination on several contracts with dif- 
ferent procurement officers will call for the filing of duplicate 
information to be anal3rzed and used in as many different ways 
as there are contracts to be redetermined. Moreover, these 
negotiations will seem, and often are, futile since close pricing 
on one contract will serve little purpose if other contracts, 
whether prime contracts or subcontracts, are free of control. 
An approach to subcontract pricing through each individual 
prime contract would be even more burdensome and costly 
to all concerned. A pricing and repricing policy based on a 
consideration of the over-all company position recommends 
itself as a means for effecting the pricing objectives of the 
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services with a minimum effort on the part of both industry 
and the services. It will produce a minimum of friction be- 
tween the two parties. 

Even if applied only to the one hundred companies hold- 
ing the largest volume of prime contracts and a similar number 
of leading subcontractors the procedure would accomplish 
much. During the last war the one hundred largest prime 
contractors held about 67 per cent of the total prime con- 
tracts.^® Several of these companies, e.g., General Motors 
and General Electric were also important subcontractors. 
In anticipation of another war a start should be made even 
before the coming of the emergency at developing company 
pricing agreements with such companies. These might take 
the form of master pricing agreements which would specify 
the information to be supplied and the way in which prices 
would be determined on all sales to the services. The policies 
established with various contractors should be consistent 
with one another and with the general pricing policies of the 
services, while at the same time they should be tailored to the 
circumstances of the particular contractors. With a core of 
company pricing arrangements of this type, it would then be 
possible in the event of an emergency to spread the program 
to include smaller prime contractors and subcontractors. 

This procedure holds an important key to preventing the 
disastrous effects of competition for industrial capacity and 
know-how between government buying offices under condi- 
tions of decentralized procurement operations. Periodically 
all interested purchasing offices would review j ointly the over- 
all position of each contractor and would negotiate revision 
of prices and price policies if this seemed necessary. The 
government would in effect approach each contractor as a 
single buyer rather than as a host of rival buyers with differ- 
ent and conflicting buying policies. Company pricing is an 
answer to the critics of decentralized purchasing operations. 

10. Smaller War Plants Corporation, Economic Concentration and World 
War 
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PRICES AND PROFITS ON MILITARY GOODS IN 
WORLD WAR II 

It is difficult to judge the over-all effectiveness of the services’ 
pricing policies and procedures during World War II. The 
major objectives of the services were to insure the fulfillment 
of their requirements and to promote harmony and unity 
through furthering the stabilization program. Price policy on 
military purchases was designed to contribute to these objec- 
tives through facilitating conversion to war production, pro- 
moting productive efficiency in industry, and minimizing ex- 
cessive profits from military contracts. 

To what extent did the price policies and contractual ar- 
rangements facilitate the allocation of resources to military 
production? To what extent did they provide the maximum 
incentives to efficiency in the use of labor and materials con- 
sistent with prompt delivery of necessary goods? To what 
extent did they promote economic stabilization by minimiz- 
ing excessive profits? These questions would by their very 
nature be difficult to answer even if all possible data were 
available. The most that can be attempted here is a brief 
survey of the trends of production, prices, and profits on 
military goods. 

Production 

Perhaps the best and most conclusive evidence of the ef- 
fectiveness of any component of the mobilization program are 
the indexes of production, including particularly the produc- 
tion of the weapons of war. Our production record in World 
War II is impressive. The Federal Reserve Board index of 
adjusted total industrial production showed an increase from 
I2I in June, 1940 to a peak of 247 in November, 1943. This 
represented an increase in Ae adjusted index of durable manu- 
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factures from 131 to 376 and in the adjusted index of non- 
durable manufactures from 1 14 to 180.^ The trend in muni- 
tions production is indicated in Chart IV, which gives the 
volume of production of munitions in the United States meas- 
ured in terms of standard unit costs.^ We accomplished an out- 
standing feat of production. But this was the combined re- 
sult of a large group of policies, public and private. Did the 
price policies of the services facilitate or hinder this accom- 
plishment? 

Prices 

The services have compiled an extensive record of price 
changes on major military items from January, 1942 through 
August, 1945. These data have been conveniently summarized 
in index form.® The compilation of these data was undertaken 
in part to satisfy the agreement to provide OPA with informa- 
tion on prices and profits and in part as an aid to the services’ 
program of cost and price analysis. No comparable record 
of prices of military purchases has ever before been compiled. 
The items included represent over 50 per cent by value of 
the total purchases of the War Department and 60 per cent 
by value of the purchases of the Navy Department. The 
items were carefully selected to represent various important 
types of products and contractual arrangements. In com- 
piling the data and in developing statistical techniques for 
their summary the War and Navy Departments followed 
similar procedures and had extensive advice and assistance 
from the Bureau of Labor Statistics. 

The peculiarities of military procurement necessitated sev- 

1. Federal Reserve Bulletin. 

2. Standard munitions dollars are derived by multiplying the number of units 
of each munitions item produced by its unit cost in August, 1945. They provide 
a measure of physical munitions output which is not distorted by price changes. 
Since fixed unit costs are used, standard munitions dollars do not represent actual 
expenditures. 

3. For details see Production and Purchases Division, Headquarters, ASF, 
Indexes of Contract Price Changes; Price Analysis Division, OP&M, Navy De- 
partment, Indexes of Navy Contract Prices. 
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Chart IV 

United States Munitions Production 
Monthly 

July 1940-December 1945 
(In standard 1945 munitions dollars) 
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eral departures from usual practices for constructing price 
indexes. The basic data were compiled from the record of 
initial contracts and contract changes. The indexes record all 
changes in contract prices negotiated with individual com- 
panies for identical or closely similar products. They record, 
therefore, changes in contract prices negotiated with individ- 
ual companies and not changes in average prices negotiated 
or changes in average prices paid. The indexes do not reflect 
voluntary refunds on past deliveries. If, however, voluntary 
refunds were accompanied by corresponding revision of ex- 
isting contract prices for future delivery or by lower prices on 
new contracts, such reductions are reflected in the indexes. 
Finally, the indexes do not reflect refunds incident to rene- 
gotiation. 

As a result of the use of the company method, the introduc- 
tion or dropping of high-price or low-price firms does not 
affect the level of the index. This method was used because the 
services’ prices were tailored to a large extent to the peculiar- 
ities of each individual contractor. Consequently, there were 
often substantial and persisting differentials between prices for 
the identical item negotiated with firms producing under dif- 
ferent conditions. 

The company method of index computation gives a 
smoother index than the conventional average price index. 
But it does not differ significantly from the conventional aver- 
age price index except where new firms are brought into pro- 
duction or dropped out at prices substantially higher or sub- 
stantially lower than those negotiated with other firms. This 
was often true during the period of conversion in 1941 and 
early 1942, when high-cost firms were often brought in, and 
again in the later period of the war, when high-cost firms were 
often dropped first. As a result of these influences the indexes 
probably tend on balance to understate the total decline in 
average contract prices from 1942 to 1945. There were also 
a few items, particularly in aeronautics and electronics, where 
conditions of the war necessitated a shift from low-cost to 
high-cost firms or vice versa and where, consequently, the 









Chart VI 

Contract Price Changes 
Navy Department 
January 1942-August 1945 
(October 1942 = 100) 
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technique adopted gives results somewhat different from those 
which would result from the conventional index methods. 

It should be recognized that the contractual method used 
may have a substantial effect on the trend of the indexes. Thus, 
under the pressure to convert letters of intent to contracts 
as soon as possible the Navy converted many letters for 
electronic items to maximum-price contracts with admittedly 
high initial prices before the items had moved completely 
from the developmental stage into the stage of mass produc- 
tion. This factor accounts for some of the precipitous decline 
in the Navy index of electronics. A policy of postponing con- 
version to a later stage when costs were more accurately pre- 
dictable would probably have resulted in lower initial prices 
and a smaller decline in the index. Other effects of the peculiar 
contractual practices might be cited. 

The general trend of contract prices from January, 1942 
to August, 1945 is sharply downward (Charts V and VI). 
The War Department index declined from 108.6 to 75.4. 
The Navy index declined from 106.0 to 78.1. The variations 
between the trends of the various technical services and 
bureaus are interesting. The indexes for the AAF, Bureau 
of Aeronautics, Signal Corps, the Electronics Divison of the 
Bureau of Ships and the Medical Department show the greatest 
declines. In part the explanation of this is to be found in the fact 
that they were responsible for a greater share of the new items, 
the production costs of which usually decrease substantially as 
the items move from the developmental stage into mass produc- 
tion. The decline in the indexes for ordnance items by both the 
services followed closely the over-all indexes for the War and 
Navy Departments. 

Perhaps most noticeable are the trends for the Quartermas- 
ter Corps and the Bureau of Supplies and Accounts, both of 
which tended to rise. These two groups were responsible for 
the purchase of many items produced in the same or similar 
form in times of peace such as food, clothing, and petroleum. 
Many of these items were subject to OPA controls from an 
early period so that initial prices were not inflated. Moreover, 
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since many of these items were the same as or similar to peace- 
time civilian goods they did not involve such serious problems 
of cost estimating as did specialized military items. Further- 
more, since these items or closely similar items had been pro- 
duced in peacetime on a volume basis, they were not subject 
to the same increasing economies of mass production. Finally, 
in several classes of items, e.g., textiles and foods, Congres- 
sional policy encouraged increases in raw material prices. 

It is interesting to compare the price changes on the serv- 
ices’ contracts with the corresponding changes for similar 
goods in civilian markets. In Table III comparisons are made 
for some six classes of commodities where the items purchased 
by the services were the same as or similar to those sold in 
civilian markets. It will be noted that between January, 1942 
and June, 1945 the percentage increases in contract prices for 
the Navy Department were less than the percentage increases 
in civilian wholesale prices in the case of cotton textiles, 
woolen textiles, and metal and metal products. For the same 
period the War Department contract prices increased less 
than civilian wholesale prices in the case of footwear and 
woolen textiles. In the case of Navy purchases of petroleum 
products and footwear and War Department purchases of 
cotton textiles the services’ increases were greater. The serv- 
ice’s increases were also greater in the case of clothing, but in 
this connection it is significant that the BLS index probably 
understates the increase in prices of civilian clothing because 
of failure to consider quality deterioration. These comparisons 
must be used with care. The products included in the sample 
vary for the different indexes and the bases of computation 
of the indexes are different. Moreover, there is no way of 
determining whether the prices on government contracts were 
in line with prices in civilian markets in the base month, 
January, 1942. Despite these limitations the comparisons do 
suggest that in several lines the services’ prices did not change 
in an adverse manner compared to civilian prices and in several 
lines price increases on the services’ contracts were more 
moderate. 
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Table III 


COMPARISON OF PRICE CHANGES ON MILITARY 
CONTRACTS WITH WHOLESALE PRICE 
CHANGES, 1942-1945 



ELS 

Wholesale 
Price Index 

Navy 

Department 

Index 

War 

Department 

Index 

Petroleum 

Index January 1942 

59*5 

974 


Index June 1945 

64.2 

106.9 

# 

% Change Jan. 1942 to June 1945 

+7.9 

+9.8 


Footucear 

Index January 1942 

121. 1 

95.8 

95.8 

Index June 1945 

126.3 

H0.6 

98.4 

% Change Jan. 1942 to June 1945 

+4.3 

+15.4 

+2.7 

Clothing 

Index January 1942 

lOI.I 

89.1 

964 

Index June 1945 

107.4 

103.6 

104.4 

% Change Jan. 1942 to June 1945 

+6.2 

+16.3 

+8.3 

Cotton T extiles 

Index January 1942 

1 10.5 

96.9 

96.2 

Index June 1945 

119.7 

102.4 

1 14.3 

% Change Jan. 1942 to June 1945 

+8.3 

+5-7 

+18.8 

Woolen Textiles 

Index January 1942 

103.0 

954 

100.3 ** 

Index June 1945 

1 1 2.7 

88.1 

lOI.I 

% Change Jan. 1942 to June 1945 

+94 

+7.7 

+0.7 

Metals and Metal Products 

Index January 1942 

103 ‘5 

116.1 


Index June 1945 

104.7 

100.3 

# 

% Change Jan. 1942 to June 1945 

-i-1.2 

+13.6 



* Not available. 

** War Department index is for June, 1942. 


Source: Navy Department, Price Analysis Division, OP&M, Indexes of Con- 
tract Prices; War Department, Production and Purchases Division, 
Headquarters, ASF, Indexes of Contract Price Changes; Bureau of 
Labor Statistics. 

The bulk of procurement by dollar volume was made by 
the AAF, Army Ordnance, Signal Corps, Bureau of Aeronau- 
tics, Bureau of Ordnance, and the Bureau of Ships. These 
groups were responsible for the procurement of most of the 
distinctly military items, many of them new and without 
closely similar civilian counterparts. It was in the purchase 
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of these items that the difficulties of cost estimating were 
greatest and in which adequate bench marks for judging prices 
were most difficult to devise. The indexes of contract prices 
for these technical services and bureaus all declined markedly. 
The meaning of these price trends is open to considerable 
question. The price declines reflect two basic factors, declines 
in costs and declines in profit margins. Cost declines were to 
be expected as contractors moved into mass production on 
new items or on items which were at least new to them. But 
some of the decline was clearly due to the fact that prices in 
January, 1942 were too high. Either they were based on cost 
estimates which appear in retrospect to have been exaggerated 
or they had contemplated excessive profits. Consequently, 
differences in the rate of decline of the various indexes are by 
no means indications of greater effectiveness in pricing. On 
the contrary, a precipitous decline in prices may indicate that 
initial prices were excessive while a more moderate decline 
may simply mean that initial prices were more realistic. 

Were contract prices negotiated closer to costs as the war 
progressed? Was there an increasing pressure put on contrac- 
tors to reduce costs? Or did prices simply follow costs down- 
ward at a leisurely pace? On these issues the price indexes tell 
us nothing. The data on profits to be discussed below indicate 
that the margin between realized profits and allowable profits 
narrowed as the war progressed, i.e., the margin of safety 
declined. This might suggest that pressures to control costs 
increased. The evidence, however, is not conclusive. It might 
well be argued that the elements of uncertainty decreased as 
the war progressed, particularly uncertainty concerning wage 
rates, material prices, allowable profits, and productive effi- 
ciency so that narrower margins did not increase the pricing 
risk. It is significant, however, that the services did succeed 
in reducing prices more rapidly than costs so that the cushion 
was reduced. This was an important accomplishment. A con- 
stantly increasing margin of safety, particularly in view of the 
control of profits by renegotiation, might have reduced the 
incentives to efficiency materially. 
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Profits 

The profit record of American industry during the war will 
also throw some light on the effectiveness of the pricing 
policies pursued by the services. As might be expected, total 
profits before taxes of manufacturing industry during the war 
period increased substantially over their prewar level. (See 
Table IV.) This was true of both war and non-war industries 
alike. A good deal of this increase was due to the increase in 
volume of business and might have been expected with any 
recovery to something approaching full employment. But 
there was also a substantial increase in the margin of profit 
before taxes as a percentage of sales. As indicated in Table 
IV, however, the increases in the profit margins before taxes 
in war industries were generally not as great as the increases in 
non-war manufacturing industries. It appears that while the 
non-war industries experienced a lesser percentage increase in 
total sales and profits, they experienced a greater increase in 
profit margins.^ 

An interesting aspect of wartime profit experience has been 
the relatively greater improvement in the profits of small con- 
cerns as compared with large concerns. This trend has been 
observed in three different studies, in each of which the size 
of firms has been measured in terms of assets.® The general 
trend is indicated in Table V which shows that before the war 

4. The classification of war and non-war industries is admittedly arbitrary. 
Most industries and many firms produced for both war and non-war uses. How- 
ever, other scraps of information confirm this conclusion. It is hoped that when 
complete data on renegotiation are published they will throw more light on the 
differences between changes in profit rates on war and non-war business. 

5. United States Department of Commerce, Survey of Current Busmess, Janu- 

ary 1946, pp. 10-16, compares profits before taxes to equity by size for 1941 and 
1942 with previous years. Office of Temporary Controls, OPA, Office of Re- 
search, Corporate Profits Part /, Profits Growth to Wartmie Peak 

(1947), “War Profits Study, No. 16, pp. 41-50. This study, based on a sample 
of 2,500 corporations, compares profits before taxes as a percentage of sales for 
1944 to average profits for the years 1936-1939 for corporations classified by asset 
size in 1939, Federal Reserve Bulletin^ XXXI (1945), pp. 16-26. This study com- 
pares profits before taxes for the years 1940 and 1943 expressed as a percentage 
of sales and of net worth for some 1,260 manufacturing concerns classified by 
asset size as of the end of 1941. 
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average profit margins rose in an orderly progression with the 
size of firm, while in 1944 average profit margins show little 
difference between firms of different sizes. 

The preceding data have referred to profits on war busi- 
ness and non-war business alike. More pertinent as a guide to 
the effectiveness of military procurement policies are the data 
developed by the various Price Adjustment Boards on profits 
on renegotiable business alone. Although complete data on 
renegotiation are not yet available, there is sufficient data 
available to indicate the general profit experiences on rene- 
gotiable sales. 

Table V 

PROFITS BEFORE TAXES AS PERCENTAGE OF 
SALES BY 1939 ASSET SIZE 

Manufacturing Companies, Average for 1936-1939 and 1944 


1939 Asset Size 
{millions) 

All Companies 

Durables 

Non-Durables 

1936-39 

1944 

1936-39 

1944 

1936-39 

^944 

Total of all cos. 

8.4 

10.6 

10.2 

10.5 

8.5 

1 1. 1 

Small (under $i) 

3.6 

9-5 

5*1 

10.7 

2.9 

8.3 

Medium ($i to 9) 

6.2 

10.5 

7.6 

10.5 

5-7 

10.8 

Large ($10 to 99) 

7*4 

lO.I 

9.8 

lO.I 

7.9 

10.6 

Giant (Si 00 and over) 

10.0 

1 1.2 

11.4 

10.9 

9-9 

1 1.6 


Source: Office of Temporary Controls, OPA, Profits Growth to Wartime 
Peak, pp. s 5-56. 


A comparison of profits before taxes and before renegotia- 
tion on renegotiable sales with profits before taxes but after 
renegotiation on adjusted renegotiable sales is most significant 
for our present purposes.® It should be recognized that this 
comparison does not tell the whole story. The data on profits 
before renegotiation reflect profits as recorded on the con- 
tractor’s books at the end of the year. As the war progressed 
some firms followed the policy of making voluntary refunds 
of profits earned before the close of the fiscal year. These prof- 
its did not show in their accounts as profits subject to rene- 
gotiation at the year’s end. Consequently, the amount of profit 

6. Adjusted renegotiable sales are sales before renegotiation minus the refund 
made in renegotiation. 
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cushion which such a contractor had was understated by his 
year-end statement. 

Table VI shows profits before and after renegotiation for 
the year 1943 for some 3,745 corporations who made refunds 
to various renegotiation boards for that year. It indicates that 
for the year 1943 corporations who made renegotiation re- 
funds had profits before renegotiation and before taxes of 
1 8.4 per cent on renegotiable sales. These profits were reduced 
by renegotiation to 10.7 per cent on adjusted sales. There was 
a tendency for profit rates before renegotiation to be some- 
what higher for the smaller firms. This was probably due in 
part to the larger percentage of CPFF contracts held by the 
larger firms. It is clear that as a group these firms were operat- 
ing with a comfortable profit cushion in 1943. 

Table VI 

PROFITS BEFORE TAXES AS PERCENTAGE OF 
RENEGOTIABLE SALES 


3,745 Refund Cases, Fiscal Year Ending in 1943 
(Corporations Only, Renegotiated by all Departments) 

1943 Total Sales (thousands of dollars) 



All Cos, 

Under 

soo 

soo 

to 

99^ 

2000 

to 

m9 

2000 

to 

4999 

Sooo 

to 

9999 

Over 

20,000 

No. of cases 

3>745 

150 

645 

880 

1,052 

484 

534 

Before renegotiation 

18.4 

24,3 

22.9 

2Q,J 

19.9 

20.9 

17.8 

After renegotiation 

10.7 

1 1.8 

12.0 

10.8 

10.6 

11.2 

10.6 


Source: 91 Cong. Rec. 6255. 


Data covering fixed-price sales by all contractors making 
refunds to all renegotiation boards through February 7, 1947 
are given in Table VII. For the war years 1942-1945 average 
profit margins before taxes and before renegotiation showed 
a continuous decline from 21.4 per cent to 16.1 per cent of 
renegotiable sales before adjustment. Profit margins before 
taxes but after renegotiation declined from ii.i per cent to 
10.4 per cent of adjusted sales. The cushion between profits 
before renegotiation and profits after renegotiation became 
smaller in each successive year. 
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The data available for firms renegotiated by the Navy give 
a more detailed picture of this group of contractors for the 
four year period 1 942-1 945 J This group of cases includes 
over 24,000 cases or about 20 per cent of all cases assigned to 

Table VII 

COMPARISON OF PROFITS BEFORE AND AFTER 
RENEGOTIATION ON ALL RENEGOTIABLE 
SALES INVOLVING REFUNDS * 
THROUGH FEBRUARY 7, 1947 

(thousands) 


Fiscal 

years 

end- 

ing 

Num- 
ber of 
cases 

Before adjustment 


After adjustment 



{ ^ 

Fixed 
price 
net sales 

Fixed price 
basic profit 
{before 
taxes) 

Per 

cent 

of 

sales 

Fixed 
price 
net sales 

Fixed price 
basic profit 
(before 
taxes) 

Per 

cent 

of 

sales 

1942 

s.^94 

$26,101,326 

15.573.759 

21.4 

$25,079,982 

$2,565,701 

II. I 

1943 

4,870 

39,871,011 

7,504,386 

18.8 

36,285,979 

3,870,529 

10.7 

1944 

3,805 

33,709,029 

5.5^9.037 

16.4 

31,664,858 

3.397.458 

10.7 

1945 

1,360 

5,367,492 

862,208 

1 6.1 

5,054,830 

524,611 

10.4 

1946 

52 

120,920 

17.384 

14.4 

115.738 

".733 

10.2 

Total 

15^81 

$105,169,778 

$19,486,794 

18.5 

$96,201,407 

$10,370,052 

10.8 


* Figures do not include CPFF contracts, or construction contracts renego- 
tiated on a completed contract basis. Neither do they include any renegotiations 
of brokers, agents, or sales engineers. 

Attention is directed to the fact that 11,458 clearance cases, involving renego- 
tiable sales of $54,970,865,000 and basic profits of $4,021,975,000 (7.3 per cent) 
have been eliminated from this tabulation. Also 56,618 cancellations have been 
eliminated since it is not possible to obtain statistical data showing sales and 
profits on all canceled cases. 

Source: Senate Report No. 440, Part 2, 80th Cong., 2d Sess. 

all boards for renegotiation. Table VIII indicates the profits 
before and after renegotiation for various types of cases bro- 
ken do'wn between fixed-price and CPFF business. For all 
fixed-price business the actual profit before renegotiation was 
1 3.6 per cent which was reduced by renegotiation to 8.8 per 
cent. The refund cases showed profits on fixed-price business 
of 18.3 per cent before renegotiation for refunds resulting 

7. The data on Navy cases are taken from Robert J. H. Powell, History of 
Navy Department Renegotiation (1947), III. Much of this data has been re- 
produced by Norman C. Parkin, ‘'Control of War Contract Profits,” Harvard 
Business Review^ XXVI (March, 1948), 230-250. 
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from bilateral agreements and 15.3 per cent for refunds estab- 
lished by the renegotiation boards by unilateral determina- 
tion. These profits were reduced by renegotiation refunds to 
10.6 per cent and 10.2 per cent of adjusted renegotiable sales 
respectively. 

Table VIII 

RENEGOTIATION RESULTS BY TYPES OF 
CONTRACTS, 1942-1945 


Navy Cases Only 



Fer cetit 

Per ce 7 it 

Per cent 


Profit before 

Profit after 

Profit 


Adjustment 

Adjustment 

Refunded 

Clearatices 

Fixed Price 

6.4 

6.4 

— 

CPFF 

4.2 

4.2 

— 

Total 

6.x 

6.1 

— 

Bilateral Agree 772 ents 

Fixed Price 

18.3 

10.6 

474 

CPFF 

5-5 

5-1 

8.4 

Total 

17-3 

lO.X 

46.4 

Unilateral Determinations 

Fixed Price 

15^3 

10.2 

374 

CPFF 

5-5 

4-3 

23.4 

Total 

X4.7 

9.8 

37,0 

Combined 

Fixed Price 

13.6 

8.8 

38.4 

CPFF 

4-8 

4.6 

4.9 

Total 

12.7 

8.4 

37*1 


Source: Navy Department, History of Navy DepartmeiJt Renegotiation^ III, 
137 - 


But these are only averages. The wide dispersion of actual 
profits before renegotiation is indicated in Chart VII. Profits 
ranged from 0.9 per cent to 74.9 per cent of renegotiable sales. 
In over 40 per cent of the cases profits were in excess of 20 
per cent. In 14 per cent of the cases profits exceeded 30 per 
cent. The median average profit was 17.3 per cent. The modal 
profit fell between 14.0 per cent and 14.9 per cent. 

The dispersion of profits after renegotiation on fixed-price 
contracts was from 3.0 per cent to 2 1 .9 per cent (Chart VIII) . 
The modal profit after renegotiation fell between ii.o per 
cent and 1 1.9 per cent. In about 3 3 per cent of the cases profits 



Chart VII 

Profit Margins before Taxes and before Renegotiation: Fixed-Price Contracts, 194 Z —1945 
Navy Manufacturing and Shipbuilding Cases — (Clearance and Refund Cases) 
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Chart VIII 

Profit Margins before Taxes and after Renegotiation: Fixed-Price Contracts, 1942-1945 
Navy Manufacturing and Shipbuilding Cases — (Refund Cases Only) 



Source: Navy Department. 
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before renegotiation were higher than the maximum profit 
of 2 1 .9 per cent allowed after renegotiation. Over 72 per cent 
of the firms reported profits before renegotiation above the 
I I .0-1 1 .9 per cent range which was the modal range of profits 
allowed firms required to make refunds. 

The difference between the profit margin before and after 
renegotiation is a rough index of the contractor’s pricing risk. 
Subject to correction for voluntary refunds made prior to 
the end of the year, it represents the actual profit cushion ex- 
perienced. Of course it does not indicate what degree of risk 
the contractor thought he was taking during the year. Doubt- 
lessly he was in many cases surprised at the magnitude of his 
profits. The data presented above indicate clearly, however, 
that the cushion of safety under which many contractors 
operated was large. As indicated in Table VIII, contractors 
renegotiated by the Navy refunded 38.4 per cent of their 
total profits on fixed-price contracts. If contractors who were 
given a clearance are eliminated, it appears that on fixed-price 
contracts 47.4 per cent of total profits were found to be ex- 
cessive for firms entering bilateral renegotiation agreements 
and 37.4 per cent of the total profits on fixed-price contracts 
were found to be excessive in the case of firms whose rene- 
gotiation refunds were determined by unilateral action. Re- 
funds of fixed fees on CPFF contracts were more moderate. 
These facts would indicate that contract prices had been gen- 
erous. 

Clearly many contracts were not priced so closely that they 
could be called “incentive” prices. But such data as we have 
showing variations in the magnitude of excessive profits over 
the years indicate that the margin of excessive profits became 
progressively less from 1942 to 1945.® While part of this 
decline was doubtlessly due to voluntary refunds before the 
end of the year, most of it appears to have been due to closer 
pricing on contracts. It seems probable that by 1944 and 1945 
the cushion for most firms had been reduced to 3 per cent or 
4 per cent of renegotiable sales. 

8. See Table VII above and also Parkin, op» cit,^ p. 24. 
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Conclusion 

The evidence of the over-all effectiveness of the services’ 
pricing policies and procedures is not conclusive. As was in- 
dicated in Chapter IX, more elaborate study is needed of the 
costs and prices on specific contracts to determine the effects 
of various contractual arrangements on the incentives to cost 
reduction. But, judged by the final test of victory or by the 
increase in the volume of military goods and services produced, 
our record was impressive. 

The data developed by renegotiation indicate, however, 
that the prices negotiated for many contracts were too high 
judged by the profits allowed in renegotiation. This was espe- 
cially so prior to Pearl Harbor and during the early months 
thereafter. After January, 1942 the prices for most products 
showed a consistent downward trend except for some items 
purchased by the Quartermaster Corps and the Bureau of 
Supplies and Accounts. But even in these cases a comparison 
of the services’ prices with wholesale prices for the same or 
similar goods sold in civilian markets does not reflect un- 
favorably upon the services. Moreover, the renegotiation data 
indicate that the margin of excessive profits became less each 
year after 1942. This suggests that closer pricing was being 
done tlirough the efforts of industry and the procurement 
officers. Whether this reflects lesser uncertainties or a con- 
scious effort to arrive at more reasonable prices it is difficult to 
determine. Whatever the cause, it is clear that once conversion 
to war production had been effected prices negotiated on 
military contracts became increasingly reasonable. 


XIV 


PEACETIME PROCUREMENT RECONSIDERED ^ 

With the cessation of hostilities and the decontrol of our 
economy after World War II we are faced with important 
decisions concerning the purchasing policies and procedures 
to be followed by the armed services in the postwar world. 
It might be assumed that military purchasing would be under- 
taken again on the basis followed between the wars. As in- 
dicated in Chapter III, however, former peacetime policies 
and procedures were by no means adequate even for that 
period. Moreover, for the years ahead we must plan not only 
for peace as we have known it m the past but also for the 
possibility of peace with intermittent or continuing crisis. We 
seem likely to face for some time to come continuing inter- 
national tension in a world of crisis. This has already led to 
large expenditures for the maintenance of our armed forces. 
These expenditures superimposed upon a full-employment 
economy have already created a situation which threatens 
serious inflation. Moreover, large military expenditures seem 
likely to continue. Expenditures for national defense which 
reached $10.6 bUlion for the fiscal year 1948 are estimated at 
$12.1 billion for the fiscal year 1949.^ The President’s Air 
Policy Committee recommended in January, 1948 a program 
for expansion of our air forces which it estimated may call 
for total mihtary expenditures of $18 billion in the fiscal year 
1952.® This compares with average annual expenditures of 
less than |i billion per year for the period 1920-1939 and a 
maximum annual expenditure during that period of I1.7 
billion in 1920. 

1. This chapter is adapted in large part from my article “Military Procurement 
in Peacetime ” Harvard Business RevieWy XXV (1947), 444-462. 

2. The Nenv York Times, Aug. 16^ 1948, p. 6. 

3. President’s Air Policy Committee, Survival in the Air Age, p. 33. 
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In view of the prospect of large military expenditures for 
some years to come in an economy committed to a high level 
of employment and in view of the inadequacies of the pre- 
war peacetime system of military purchase it is not surpris ing 
that substantial changes have been made in military purchasing 
policies for peacetime. The Navy Department was authorized 
in August, 1946 to place its research contracts by negotiation 
without regard to traditional peacetime procedures.^ A bill 
sponsored by the War and Navy Departments has been re- 
cently passed by Congress which, in addition to providing 
uniform legislation for Army, Navy, and Air Forces pro- 
curement and providing for use of negotiation upon declara- 
tion of a national emergency, broadens the authority of the 
services to place peacetime contracts by negotiation under 
specified circumstances rather than by formal competitive 
bidding.® This legislation is in line with recommendations pre- 
viously made by the Procurement Policy Board after its re- 
view of the needs of the services and the limitations of pre- 
war powers ® and was more recently approved by the Presi- 
dent’s Air Policy Committee.'^ 

Objectives of Peacetime Procurement 

Peacetime procurement methods adopted by the services 
should serve three major objectives: (i) to equip and main- 
tain an effective military establishment which will implement 
our diplomatic strategy in time of peace and be capable of 
expansion to meet our needs in time of war; (2) to maintain 
an efficient industrial economy which can be readily expanded 
without undue delay in time of war to meet the needs of 
maximum strategic production; and (3) to preserve and 
strengthen our democratic institutions by insuring respect 
for the individual, wide-spread sharing of economic and 

4. Pub. Law No. 588, 79th Cong., 2d Sess. (60 Stat. 780). 

5. Pub. Law No. 413, 80th Cong., 2d Sess. (Feb. 19, 1948). 

6. Procurement Policy Board, Action on Report of the Committee to Consider 
Recommendations for Post War Procurement Policy (November 20, 1945). 

7. President’s Air Policy Committee, op. cit,^ p. 66. 
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political power, and a decentralization of decision-making. 

The first of these policy objectives has at least two impor- 
tant implications for procurement methods. It implies leader- 
ship by the services in the development of military weapons. 
This raises special procurement problems since, as was in- 
dicated in Chapter III, there is quite a variety of circumstances 
in which it is impossible for the services to obtain the neces- 
sary items by the formal competitive bid system even in peace- 
time. These include research and development contracts, some 
purchases of perishable foodstuffs and other purchases where 
only the supplier’s general reputation gives assurance of qual- 
ity, and many purchases of proprietary and patented items. 
In all such cases our military leadership depends upon aban- 
doning in part the system of purchase by advertising for sealed 
bids in peacetime. 

The objective of maintaining a military establishment ca- 
pable of expansion in time of war also implies the maintenance 
of a corps of persons in peace who have continuous training 
and experience in the procurement techniques required in 
war. This in itself suggests that it is unwise to make a sharp 
dichotomy between the procurement policies and practices 
of war and peace. 

The second general peacetime policy objective, mainte- 
nance of an efficient industrial economy capable of meeting 
the needs of war, implies use of peacetime procurement to 
maintain necessary skills and reserve capacity where normal 
peacetime industry would not do so and to insure a structure 
and location of industry which will meet the strategic re- 
quirements of modern war. A striking example of the problems 
involved is provided by the recommendations of the Presi- 
dent’s Air Policy Commission with reference to the procure- 
ment of aircraft.® The committee recognized the threefold 
need of the services to keep the aircraft industry geographi- 
cally dispersed, to provide for reasonable continuity in design, 
development, and production by each of the major companies, 
and at the same time to provide incentives to low costs and 
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prices. The committee also stressed the need for various 
policies which would enable a reserve of major aircraft pro- 
ducers to keep together their design, engineering, and produc- 
tion teams. It recommended that so far as possible procurement 
should be planned in peacetime so that each major producer 
would have at all times one type of aircraft in production, one 
in the developmental stage and one in the stage of design. 
Moreover, it recommended that “in so far as possible aircraft 
should be produced by the developing company.” ® The for- 
mal competitive bid system is clearly not consistent with such 
procurement policies. 

This second objective also implies that military procure- 
ment should be undertaken so as to encourage efficiency and 
eliminate waste in industry.^® As pointed out in Chapter III, 
in certain markets competition on government contracts may 
be ineffective because of the publicity of bids on government 
contracts in markets characterized otherwise by imperfect 
price leadership or because of other peculiar conditions sur- 
rounding government contracts. 

So long as the government was a small buyer in such mar- 
kets the effects of government procurement could be ignored 
with impunity. But as the expenditures of our federal govern- 
ment for military and other purposes expand, the effect of 
such expenditures may be to increase the rigidities of the 
system, to increase the budgetary costs of a given military 
program, and to nullify in part the effects of other public ex- 
penditures designed to encourage a high level of productive 
employment. Consequently, in view of the probability that 
government expenditures will play an increasingly important 
part in peacetime, it is important to develop procurement 

9. Ibid., p. 65. 

10, In his message to Congress on January 6, 1947 on the State of the Union 
President Truman stated, ‘'National security does not consist only of an Army, a 
Navy, and an Air Force. It rests on a much broader base. It depends on a sound 
economy of prices and wages, on a prosperous agriculture, on satisfied and pro- 
ductive workers, on a competitive private enterprise free from monopolistic re- 
pression, and continued industrial harmony and production, on civil liberties and 
human freedom — on all the forces which create in our men and women a strong 
moral fiber and spiritual stamina/’ The Nenv York Times, Jan. 7, 1947, p. 16, 
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techniques which will foster rather than lessen the competitive 
elements in the economy. 

There are, of course, many forces at work which limit the 
zeal of those responsible for military procurement in using 
their procurement powers to break through such industrial 
pricing practices. Included among these forces are a desire to 
satisfy requirements before appropriations lapse, a fear of 
industrial reprisals through pressures on Congress, and a feel- 
ing that the policing of industrial practices is the responsibility 
of other agencies of the government. It is important, how- 
ever, that our military leaders realize that a positive procure- 
ment policy designed to combat monopolistic practices is 
essential if we are to develop and maintain an efficient in- 
dustrial machine for wartime production. A contrary policy 
which reduces business risk by strengthening monopolistic 
elements is likely on balance to encourage inefficiency and 
waste, a luxury which we may be able to afford in peace but 
which might prove disastrous in war. 

The third peacetime policy objective, the preservation 
and strengthening of our democratic institutions, raises serious 
problems in a crisis society. A continuing large volume of 
military expenditures in the postwar world may lead to inter- 
mittent or continuing inflationary pressures. This will present 
us with a critical decision. If the services are to be certain of 
procuring their requirements, it will be necessary either to 
reduce the inflationary forces through stringent monetary 
and fiscal policies or to invoke direct controls over produc- 
tion, wages, and prices. The latter is the technique which must 
generally be used in times of war. But if we are to be faced 
with continuing or intermittent crisis and are to avoid the ex- 
tension of centralized controls over our economy, we must 
plan for the use of the necessary monetary and fiscal policies 
which will eliminate the forces of inflation and shake loose for 
the services the volume of resources necessary to satisfy their 
needs. The wide-spread use of the negotiated contract is com- 
patible with the use either of direct controls or indirect con- 
trols in the form of monetary and fiscal policy. However, in 
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the areas in which the negotiated contract must be used the 
problems of negotiation will be greater if we fail to invoke 
those monetary and fiscal policies which will promote a stable 
economy. 

The Armed Services Procurement Act 

In February, 1948 Congress passed the Armed Services 
Procurement Act of 1947, designed to give the services greater 
flexibility in procurement. This bill gave the services the 
power at their discretion to place contracts by negotiation 
without advertising in a series of specified situations. While 
they retain authority to use the traditional system of com- 
petitive bidding whenever they believe it desirable, they have 
the authority to use the alternative techniques of negotiation 
if: 

(i) determined to be necessary in the public interest during the 
period of a national emergency declared by the President or by 
the Congress; 

( 2 ) the public exigency will not permit of the delay incident to 
advertising; 

( 3 ) the aggregate amount involved does not exceed 1 1 ,000; 

(4) for personal or professional services; 

(5) for any service to be rendered by any university, college, 
or other educational institution; 

(6) the supplies or services are to be procured and used outside 
the limits of the United States and its possessions; 

(7) for medicines or medical supplies; 

(8) for supplies purchased for authorized resale; 

(9) for perishable subsistence supplies; 

(10) for supplies or services for which it is impracticable to 
secure competition; 

( 1 1 ) the agency head determines that the purchase or contract 
is for experimental, developmental, or research work, or for the 
manufacture or furnishing of supplies for experimentation, devel- 
opment, research, or test . . . ; 

(12) for supplies or services as to which the agency head deter- 
mines that the character, ingredients, or components thereof are 
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such that the purchase or contract should not be publicly dis- 
closed; 

(13) for equipment which the agency head determines to be 
technical equipment, and as to which he determines that the pro- 
curement thereof without advertising is necessary in order to as- 
sure standardization of equipment and interchangeability of parts 
and that such standardization and interchangeability is necessary 
in the public interest; 

(14) for supplies of a technical or specialized nature requiring 
a substantial initial investment or an extended period of prepara- 
tion for manufacture, as determined by the agency head, when he 
determines that advertising and competitive bidding may require 
duplication of investment or preparation already made, or will un- 
duly delay procurement of such supplies; 

(15) for supplies or services as to which the agency head de- 
termines that the bid prices after advertising therefor are not 
reasonable or have not been independently arrived at in open com- 
petition: Provided, That no negotiated purchase or contract may 
be entered into under this paragraph after the rejection of all bids 
received unless (A) notification of the intention to negotiate and 
reasonable opportunity to negotiate shall have been given by the 
agency head to each responsible bidder, (B) the negotiated price is 
lower than the lowest rejected bid price of a responsible bidder, as 
determined by the agency head, and (C) such negotiated price is 
the lowest negotiated price offered by any responsible supplier; 

( 1 6) the agency head determines that it is in the interest of the 
national defense that any plant, mine, or facility or any producer, 
manufacturer, or other supplier be made or kept available for 
furnishing supplies or services in the event of a national emer- 
gency, or that the interest either of industrial mobilization in case 
of such an emergency, or of the national defense in maintaining 
active engineering, research and development, are otherwise sub- 
served.^^ 

These powers of negotiation granted by the act appear to 
solve the problems pointed out in Chapter III which arose 
from the traditional purchasing procedures. 

The act also provides that in the case of negotiated con- 
tracts the services may use any type of contract which they 

II. Pub. Law No. 413, 80th Cong., id Sess,, sec, ic. 
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feel will promote the best interests of the government except 
that the CPPC contract is specifically forbidden. CPFF con- 
tracts may be used but the fee cannot exceed i o per cent of the 
estimated cost of the contract exclusive of fee, except that in 
the case of experimental, developmental, or research work the 
maximum fee may not exceed 1 5 per cent of the estimated 
cost exclusive of fee, and in the case of contracts for architec- 
tural or engineering services the maximum fee may not ex- 
ceed 6 per cent of the estimated costs exclusive of fee. The 
act also makes specific provision that the services may make 
advance payments on negotiated contracts. The act also pro- 
vides that it is the policy of Congress “that a fair proportion 
of the total purchases and contracts for supplies and services 
for the Government shall be placed with small business con- 
cerns.” 

As the President said in a letter to the Secretary of Defense 
upon signing the bill, “this bill grants unprecedented freedom 
from specific procurement restrictions during peacetime . . . 
To the degree that restrictions have been diminished, there- 
fore, responsibility upon the Defense Establishment has been 
increased.” Procurement regulations have been issued by 
the armed services which are designed to provide uniform 
policies and procedures for the various procurement groups 
operating under the act. 

Selection of Sources 

One of the serious problems presented by the new powers 
of negotiation in peacetime is to insure that administrative 
discretion in the selection of source is used to further the 
military and economic objectives upon which the procedure 
is justified rather than to further political or other objectives. 
The placing of contracts by negotiation does not preclude 
competition. It precludes only the special formalized proce- 
dure required by Section 3709, which procedure often re- 

12 . Ibid.f sec, ih. 

13. Armed Services Procurement Regulations (May 19, 1948), p. iii. 
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duces rather than fosters competitive forces. Of course, the 
procedure which is apparently being adopted by the Muni- 
tions Board of assigning the productive capacities of various 
contractors to specific services in advance of war will reduce 
the range of competition to be developed.^* But such a policy 
of assignment or allocation of facilities can and should be con- 
sistent with the solicitation of competitive bids. The selection 
of a source for a negotiated contract should be made only after 
consideration of all possible sources and, wherever practicable, 
solicitation of informal bids from and negotiation with sev- 
eral of them. This technique is possible in any case where 
formal competitive bidding is technically feasible and in most 
other cases as well. A well-administered system of negotia- 
tion which makes the maximum use of competition could, 
therefore, in many cases increase the degree of competition 
over that attainable under Section 3709. Several other steps 
are also desirable if the selection of sources is to be well 
handled. 

A first step, to insure the best possible performance in the 
selection of sources, lies in the careful and articulate definition 
of the standards to be used in the selection of sources under 
various conditions. This problem does not appear to be given 
much attention in the Armed Services Procurement Regula- 
tions so far issued. In some cases the basis for selecting the 
source wiU be clear. In the purchase of spare parts for a 
proprietary item, the source may be clearly indicated by 
previous contracts, e.g., the spare parts for the propulsion 
machinery of a battleship. In other cases, as in the purchase 
of food and clothing, selection may turn, within certain gen- 
eral limits, upon comparative prices. 

In many cases, however, the problem is more difficult, e.g., 
contracts dictated by considerations of strategic location of 
aircraft companies. But a careful definition of the objectives 
of the particular procurement program will ehminate some 

14. The National Military Establishment, Munitions Board, Allocation of 
Frivate Industrial Capacity for Frocurement Flaming of the Armed Services 
(1948)* 
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possible sources; considerations of cost and efficiency will 
narrow the choice further. In still other cases, such as re- 
search and development, there are not objective standards 
against which performance can be measured. In such cases 
final reliance must be placed upon the competence, informa- 
tion, and honesty of the technical personnel within the serv- 
ices who designate the sources. Even here, however, much 
can be done to establish more specific standards to guide the 
technical and purchasing personnel in their selection of 
sources and to serve as checks upon their performance. 

A second step, which will serve to insure the maximum 
degree of competition and at the same time promote more 
effective selection of sources, is through breaking down the 
barriers between purchase and technical groups in the services 
and encouraging greater competition in design as well as price. 
In many cases the functional requirements of the services can 
be satisfied by various products of different design; an astute 
buyer will try to take advantage of the competition between 
sources using different designs, materials, or processes. Changes 
in technology, in the relative costs of different materials and 
processes, and in the market conditions of various sources of 
supply suggest that the competitive picture for certain items 
may be constantly changing. Recent developments in the 
field of plastics, synthetic rubbers, and synthetic fibers should 
offer opportunity to develop new competitive forces through 
redesign of many conventional items. 

A fluidity in specifications and closer cooperation between 
purchasing and technical personnel are required to exploit 
such possibilities. Unfortunately the formal competitive bid 
system has led to a sharp division between the activities of 
drafting specifications on the one hand and purchasing on the 
other. More than that, it has meant that in peacetime the 
services have all too often had highly trained technical per- 
sonnel responsible for design together with unimaginative 
groups responsible for purchase. After all, purchase by the 
competitive bid system required little more than honesty, 
clerical competence, and general administrative ability. This 
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separation of function, together with the atrophy of the pur- 
chasing function in peacetime, must be corrected if procure- 
ment is to achieve its greatest effectiveness. 

A third step necessary to insure the best possible selection 
of sources is the development and maintenance of up-to-date 
lists of potential suppliers and the active use of these lists. Lists 
of bidders are a familiar device of the formal competitive bid 
system. Lists are equally necessary when procurement is han- 
dled by negotiation. In the case of specialized military items, 
however, there is a danger that these lists will become unnec- 
essarily limited. The maintenance of useful lists is not a routine 
job. It requires a high degree of knowledge of technical and 
market conditions. Improvement in purchasing personnel, 
which successful negotiation presupposes, together with closer 
cooperation between them and the technical personnel should 
serve to improve the development and use of such lists. 


Negotiation of Price 

Another major problem in the use of negotiation is to make 
sure that the price and other business aspects of the contracts 
will be such as to encourage rather than discourage production 
efficiency and that effort will be directed to securing contrac- 
tual terms as good as or better than those attainable under 
the formal competitive bid system. This calls for the develop- 
ment of tools and techniques which are new to peacetime 
government purchasing. 

Wartime policies and procedures are suggestive of what 
needs to be done, but they are by no means adequate for the 
peacetime job. During the war industry’s attitude was differ- 
ent and the government’s powers were greater than can be 
anticipated in peace. Industry was clearly induced by appeals 
■ to its patriotism, by considerations of the government’s re- 
serve powers, and by limited opportunities for non-war pro- 
duction to take contracts under conditions and upon terms 
which it would not willingly accept in times of peace. More- 
over, the government possessed powers, both mandatory and 
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otherwise, to induce production and to arrive at reasonable 
prices which are not compatible with our peacetime traditions. 
Finally, statutory renegotiation played an important part in 
this wartime picture. 

In peacetime, on the other hand, conditions are not nearly 
so favorable for the negotiation of reasonable prices. Industry 
may often find sales to civilians more attractive than sales to 
the services because the former are not so encumbered with 
red tape or so vulnerable to changes in the domestic and in- 
ternational political situations. The government, in turn, lacks 
many wartime powers that facilitated the acquisition of in- 
formation concerning costs, profits, etc., which is necessary 
for effective negotiation. 

If procurement is to be accomplished by voluntary meth- 
ods, standards of pricing in peacetime must conform as far as 
possible to the philosophy and behavior of freely competitive 
markets. Moreover, if negotiation is to be effective, the serv- 
ices should be prepared to use various types of contractual in- 
struments in addition to the fixed-price contract, such as cost- 
plus-fixed-fee and incentive contracts. They must also devise 
tools of analysis and methods of negotiation which are appro- 
priate to peacetime conditions. 

Analyzing Costs. The tools of analysis which are available 
to the services in negotiating peacetime contracts, though less 
adequate than in time of war, are many. Properly used, they 
should prove as adequate as those available to industrial pur- 
chasers. They include analysis of market trends of items similar 
to those purchased by the services; analysis of trends of mate- 
rial costs and wage costs for items purchased; analysis of the 
level and trend of prices on service contracts; development of 
informal competition between rival sources; cost analysis and 
cost estimating by the services; and in those limited areas 
where the services are themselves engaged in manufacture, the 
use of their own cost experience. As in wartime, the appro- 
priate tools of analysis and contractual instrument will differ 
with each negotiation. 

Although some of the uncertainties of war will be lacking, 
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the problem of estimating costs may be accentuated in peace 
by the unwillingness of industry to supply cost information 
and the lack of power in the government to require it. It 
must be recognized that in many cases the procurement officer 
will not be able to get the type of cost data which he would 
like. This, of course, was often true during the war and is 
frequently true in the case of industrial purchasers in peace- 
time. 

But there is still much that can be done by the services in 
estimating costs, particularly if the technical and purchasing 
personnel will cooperate. Aloreover, the skillful procurement 
officer will often be able to circumvent this difficulty by the 
use of the appropriate contractual instrument in a specific 
negotiation to improve his information and thereby his bar- 
gaining power in subsequent negotiations. Furthermore, the 
difficulties of the services in acquiring information will be 
minimized in the case of major suppliers if the services make 
arrangements for pooling the price, cost, and profit informa- 
tion which is available in different purchasing offices and if 
the various procurement officers dealing with a particular 
contractor will exchange their information and experience 
and, where appropriate, adopt a united front. In peacetime, 
when action is less pressing and purchasing is more concen- 
trated geographically, this should be easier to accomplish 
than in wartime. In this connection company pricing tech- 
niques should prove useful in peacetime as well as in wartime. 

Pricing Standards. This is not the the place to write a manual 
on negotiation in peacetime. The Army Service Forces at- 
tempted to provide guides to negotiation in wartime.^® Similar 
efforts should be undertaken for peacetime. Brief comments 
on three types of procurement will serve to illustrate some 
approaches to the task of establishing peacetime standards of 
good pricing. 

Many standard commercial items and items of food and 
clothing will be purchased in peacetime. Here the standards 
of reasonable price should be prices arrived at in private trans- 

15. ASF Manual, M 601, Fncing in War Contracts. 
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actions in genuinely competitive markets, due consideration 
being given to differences in the size of the contract and other 
terms of the sale. In many cases procurement by the formal 
competitive bid system should yield such prices; but if it does 
not, recourse may be had to negotiation. In the purchase of 
such items there is no substitute for intimate knowledge of the 
markets in question and for a careful comparison of the level 
and trend of prices on government contracts with those of 
commercial markets. 

At the other extreme are research and development con- 
tracts. Here there can be no adequate standards of good pric- 
ing. In such cases cost-plus-fixed-fee or maximum-price con- 
tracts are probably required. Skillful use of such contracts 
may yield cost and other information which will be useful in 
the negotiation of subsequent production contracts. 

In the case of production contracts for military items the 
problems of negotiating prices are most difficult and the dan- 
gers of abuse greatest. Such negotiations call for skill and in- 
genuity in using information acquired as an incident to 
previous negotiations, analyzing cost trends, estimating costs 
on fragmentary data, developing rival bidders, and capitalizing 
on the proceedings at the negotiation table. Such procurements 
frequently require contracts specially tailored to provide in- 
centives for efficiency or to relieve the contractor of certain 
risks over vffiich he has no control, in return for which he will 
accept a price that brings a substantial saving to the govern- 
ment. Thus, if the contractor faces the risk of a patent in- 
fringement suit which the services think is unfounded, they 
may agree to assume the risk. Or if the contractor is asked to 
take a long-run contract in a period of rising material costs, 
the government may find it more advantageous to provide 
for some sort of price-adjustment feature than to negotiate 
a fixed price with a heavy contingency charge. 

The problem of estimating costs on many production con- 
tracts, particularly on initial production contracts, will of 
course be great. In some cases this problem may prove insuper- 
able. It is possible, however, that much can be done by analysis 
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of past cost experience to develop learning curves for various 
broad classes of products, e.g., radar or air frames, which when 
applied to cost data for developmental production of new 
items in the same general class will serve as a guide to the future 
cost of these items as they move into mass production. 

Profit Policy 

The Renegotiation Act of 1948 passed by Congress in 
June and the revival of the profit limitations of the Vinson- 
Trammell Act^'^ raise vividly the question of appropriate 
policy to be adopted with reference to profits on military 
contracts in peacetime. In the preceding section it has been 
argued that prices of military goods in peacetime should con- 
form to the requirements of freely competitive markets. 
This is particularly necessary if we are to rely on our market 
pricing mechanism as the instrument for allocating resources 
as between various uses including the satisfaction of the serv- 
ices’ requirements. This means inevitably that there will be 
significant inequalities in the rate of profit as between different 
firms and different industries and in some cases even large 
rates of profits on government contracts are to be expected. 

This does not mean that there will be no need for a con- 
scious profit policy on the part of the services. In the negotia- 
tion of some contracts, to be sure, profit considerations per se 
need not enter. This is obviously true of contracts negotiated 
with non-profit-seeking institutions, such as universities. It is 
equally true of purchases of standard commercial articles ne- 
gotiated in competitive markets, where the test of a competi- 
tively determined price should be adequate. In many other 
cases where the items purchased do not have exact civilian 
counterparts, reference to the price and profit policies of the 
suppliers of similar types of articles sold in competitive mar- 
kets may offer a reasonable guide to the price and profit policies 

16. Pub. Law No. 547, 80th Cong., ad Sess. (May 21 , 1948) and Pub. Law No. 
785, 80th Cong., 2d Sess. (June 25, 1948). 

17. See above, p. 169. 
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to be followed on military purchases. This might be true, 
for example, of clothing items, electrical switches, or radio 
tubes especially designed for military use. 

There will remain at least two types of situations in which 
the test of price and profit policies in competitive markets will 
not serve as a guide. The first of these involves products where 
even the civilian markets do not satisfy the tests of competi- 
tion. The only adequate solution for this situation is a com- 
bination of public policies which will make these markets 
competitive, whether it be antitrust action or other action. 
In such a program, government procurement policy may play 
a part. To the extent that monopolistic controls remain, the 
best the services can do is to use their ingenuity to develop 
equally good substitute items through redesign or, failing that, 
to seek prices at least as good as those given comparable in- 
dustrial purchasers. 

The test of a freely competitive market will also fail for 
certain military items where purchases by the services con- 
stitute a predominant share of the industry’s output. Aircraft 
and naval vessels may be cases in point. Because the services’ 
purchasing policy will inevitably be the principal determinant 
of the price and profit policies of such industries, market ex- 
perience cannot serve as a guide. Moreover, because the serv- 
ices are particularly vulnerable to public criticism for unrea- 
sonable pricing in those areas, they have a special interest in 
watching carefully the profitability and efficiency of such 
industries. There is, of course, a minimum supply price to the 
services for production by such firms. In peacetime this may 
be low, particularly if there is a large amount of unused 
capacity which is not required by the military programs and 
is not readily convertible to other peacetime uses. Under such 
conditions the services should be prepared, like industrial 
buyers, to take advantage of such conffitions in negotiating 
their contracts so long as this policy does not conflict with 
other objectives, such as the maintenance of reserve capacity. 

The Renegotiation Act of 1948, however, makes the im- 
mediate problem of the services much more difficult. This 
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act provides that the Secretary of Defense may subject both 
prime contractors and subcontractors whose total annual sales 
for the end use of the military establishment are $100,000 or 
more to renegotiation. The procedures are to conform to those 
used during wartime so far as the conditions and the proce- 
dures then used are pertinent. The Secretary of Defense has 
broad discretion, however, to determine what contracts shall 
be subject to the act. 

Incorporation of this act in several appropriation bills by 
the Eightieth Congress is indication of the continued public 
concern with profits on military contracts. It indicates clearly 
that in all purchasing programs in the immediate future the 
question of excessive profits must be considered carefully. If 
renegotiation is extended, however, to a large part of the prime 
contracts and subcontracts, its effects in peacetime may be 
extremely unfortunate. In Chapter XI we have seen that 
it is extremely difficult to negotiate contracts with appropriate 
incentives to efficient production so long as there is in the 
background a scheme for recouping excessive profits such as 
renegotiation. This difficulty remains and becomes intensified 
in peacetime when patriotic motives for efficiency are inevita- 
bly weaker. The extension of renegotiation to peacetime op- 
erations threatens to weaken the incentives to efficient produc- 
tion, thereby promoting waste of resources and unnecessary 
increases in budgetary expenditures. 

But renegotiation in peacetime may have equally unfortu- 
nate effects upon the pricing mechanism as an instrument for 
the allocation of resources. If we are to depend upon the pric- 
ing mechanism to determine the allocation of resources as 
between military and civilian demand,, it is necessary that the 
profit prospects from military contracts should be equal to or 
greater than the profit prospects from non-military produc- 
tion. It is necessary therefore either to allow wide variations 
in profits as between different contractors and different in- 
dustries based primarily upon the profitability of alternatives 
or to impose in peacetime direct controls over the flow of 
materials and labor and the use of productive facilities. If the 
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former alternative is followed renegotiation is unnecessary. 
It becomes merely a cumbersome administrative mechanism 
for doing what the market will do. Moreover, it is very doubt- 
ful whether the renegotiation authorities or the public would 
countenance an administered structure of profits based on 
these standards. The second alternative means the imposition 
in peacetime of administered controls over our economy. It 
appears therefore that peacetime renegotiation will interfere 
with the incentives to efficient production and with the op- 
eration of the price mechanism as a device for allocating re- 
sources. These consequences are to be avoided if possible. 

The immediate problem of the services is to face the chal- 
lenge presented by the Renegotiation Act of 1948 to demon- 
strate their capacity to negotiate reasonable prices on military 
contracts without the device of recouping profits after they 
have been received. If the services can eliminate by improved 
purchasing techniques excessive profits arising from increased 
volume of business, from poor negotiation, and from the activ- 
ities of willful minorities seeking to take advantage of the 
government, w'hile leaving profits based upon greater effi- 
ciency or the need to compete for resources with civilian uses, 
they might convince Congress of the desirability of repealing 
this legislation. If they should fail to so convince Congress, 
they might, as an alternative, grant exemptions from renegotia- 
tion on a wide scale. The present situation offers an opportun- 
ity for the services to see whether under relatively stable con- 
ditions they can negotiate reasonable prices free from the 
extremes of “unconscionable profits.” Unfortunately renego- 
tiation is a procedure with considerable appeal. To Congress 
and the public it appears as a way for recouping expenditures 
and disciplining greedy contractors. To timid procurement 
officials and to contractors keenly aware of their public rela- 
tions it offers a refuge from public criticism. It is to be hoped, 
however, that the services will accept the challenge presented 
by the threat of continuing renegotiation in peacetime to 
demonstrate their capacity to negotiate close initial prices. 
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Purchasing Personnel 

The success of the proposals to develop more business-like 
purchasing will depend in large part on the calibre and author- 
ity of the purchasing ofHcers. Improvement upon prewar pro- 
curement practice can be effected only by development of a 
team of technical experts including engineers, cost analysts, 
market analysts, lawyers, etc. centered around the purchas- 
ing officer. The latter must be a skilled negotiator and must 
have authority to participate in proposed procurements from 
their inception. In turn, if competent men are to be recruited 
as purchasing officers, ijf will be necessary to establish definite 
careers in purchasing for which special training and recognized 
opportunities for advancement are provided. 

As part of the training program for such personnel, pro- 
vision should be made for tours of duty in the purchasing 
departments of industrial companies. The purpose of this 
aspect of a training program should not be primarily to ac- 
quaint procurement officers with the problems of suppliers of 
military goods, but rather to acquaint them with purchasing 
techniques of firms selling in highly competitive markets and 
depending to a considerable extent for their success upon ag- 
gressiveness and skill in purchasing a wide variety of items. 
Mail order houses, department stores, and chain stores might 
be included, as well as manufacturing concerns in fields such 
as the automotive, electrical, and radio industries. Training 
programs should also provide for the training of technical 
personnel on the business aspects of design. In fact, technical 
personnel might also be placed in industry, particularly in 
firms where the functions of design and purchasing have been 
closely integrated. 

Controlling the Use of Negotiation 

Despite such a program to develop competent personnel, 
there is of course danger that the powers of negotiation will 
be abused. It should be recognized, however, that the formal 
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competitive bid system itself is not free from abuse. Specifi- 
cations can often be rigged, especially on technical items, so 
as to limit the number of responsible bidders. Low bids can be 
dishonestly rejected on the grounds that the bidder is not 
responsible. Indeed, one of the merits of proposals to allow the 
services wider discretion to negotiate contracts is that they 
place the responsibility squarely upon the services for the 
selection of the source and the business aspects of each deal. 
The services cannot hide behind the rigid formalities of an 
ostensibly impersonal system. 

In order to protect the services from abuse by personnel in 
the lower echelons and unwarranted criticism from outside, 
there should be at the top level a continuous review of the 
policies and procedures of the services in the exercise of these 
powers. This review should include the compilation and anal- 
ysis of data on prices, costs, and profits on military purchases 
and comparison with the past record of the services and with 
appropriate trends in civilian markets. Several steps in this 
direction were taken during the war, including the prepara- 
tion of indexes of contract prices for military purchases. 

More than this, the prior approval of the Secretary of the 
Army, Air Forces, or Navy, or of some designated official at 
top level, should be required on all major proposals prior to 
the award. During the war similar approval was required first 
by the WPB and later by appropriate officials in the Office of 
the Under Secretary of War or the Under Secretary of the 
Navy.^® At least in the later stages of the war the emphasis in 
this review was upon the business aspects of the proposal other 
than the selection of source. Such prior approval should be 
based on a carefully written record of the negotiations under- 
taken on the proposed award, including the alternative sotirces 
considered, the various bids received, cost estimates and the 
way they were arrived at, and the justification for the final 
source selected and for the business aspects of the proposal. 
The Comptroller General, of course, would perform a fiscal 
review upon the completion of every contract to insure that 

18. See above, pp. 53, 57-60. 
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the contract conformed with the letter of the law and that it 
had been performed faithfully. 

Besides the danger of abuse from within the services there 
is the possibility that unsuccessful suppliers or their commun- 
ities will seek to influence the decision on the selection of a 
source or even on the business aspects of the contract. These 
pressures may prove effective particularly if exerted through 
Congress. The danger exists that this will lead to the place- 
ment of contracts on political rather than on military or eco- 
nomic grounds. The location of veterans’ hospitals and tariff 
legislation stand as horrible examples of such pressures at work. 

While Congressional influences of this sort are to be 
avoided, it should be recognized that Congressional review of 
the placement of contracts may also be healthy. Ultimately 
the best protection against outside pressures is the develop- 
ment of enforceable standards and procedures which will not 
only serve the objectives of the services but also bear Congres- 
sional scrutiny. Moreover, the development of a policy of 
frankness and openness betv^een the appropriate Congres- 
sional committees and the services with reference both to 
general policies and to specific contracts should reduce ma- 
terially the dangers from this source. 

Although Congressional review will always stand as an 
important check on the more flagrant cases of abuse, it is not 
sufficient if only because it is not systematic and is itself not 
always free from political purposes. In addition there is need 
for a continuous over-all review of the efficiency of the serv- 
ices in the business management of their procurement activi- 
ties. Such a review would serve not only to allay the fears 
which are typically aroused by proposals to give the services 
additional discretion in matters of procurement but also to in- 
sure their most effective use. TKe type of review visualized 
could perhaps be best performed by the Bureau of the Budget, 
which, along with its responsibilities for preparation of the 
budget, is charged with studying the relation of budget policy 
to economic trends and with the study of ways to insure 
greater economy and efficiency in the management of the 
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executive departments.^® The purpose would be to assess the 
over-all policies and procedures of the services and other gov- 
ernment procurement agencies and to determine the effects of 
these policies and procedures on the placement of contracts, 
prices, costs, etc. 

Because failure to use authority to negotiate may be as 
serious as abuse of the power, the review should consider de- 
cisions to continue procurement by formal competitive bid- 
ding as well as decisions to procure by negotiation. Such an 
outside body might also serve as an impartial forum to which 
industry and others could take their complaints concerning 
particular contracts. In this capacity the review body would 
not be concerned with upsetting the particular contract but 
rather with determining the merits of the complaint and, 
where appropriate, making recommendations designed to im- 
prove future procurements. 

Conclusion 

Traditional purchasing procedures were devised when gov- 
ernment purchases were small and the direct responsibilities 
of the government for the functioning of the economy were 
limited. The principal appeal of the formal competitive bid 
system was that it reduced the possibilities of fraud and fa- 
voritism in the placement of contracts and insured to all in- 
dustry an equal opportunity to participate in government 
business. Budgetary economy w'as a secondary consideration. 
The increasing magnitude of government purchases and the 
recent tendency to undertake government expenditures for 
the explicit purpose of influencing the functioning of the 
economy suggest the need to reconsider the problem of the 
methods of government purchasing, by the services and other 
government procurement agencies alike, in terms of their im- 
pact on the price and production policies in our markets. With 
improvement in the administrative capacities of our bureau- 
cracy and in techniques for selecting sources and for negotiat- 

19. Harold D. Smith, The Management of Your Government (1945), chap. v. 
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ing the business aspects of contracts, the former considerations 
which favored the formal competitive bid system weigh less 
heavily and the economic considerations take on greater im- 
portance. 

There are persuasive reasons for giving the services, which 
are responsible for a good share of current government pur- 
chasing, authority to place contracts by negotiation rather 
than by the formal competitive bid system when in their judg- 
ment this is necessary in the interest of national security or to 
promote active competition and budgetary economy. Such 
authority rightly includes the power to use various types of 
contractual instruments other than the traditional fixed-price 
contract. It is clear that the services are prepared to place con- 
tracts by negotiation where military considerations so dictate. 
Although many contracts will, of course, continue to be 
placed by the competitive bid system, it is to be hoped that the 
interest of the services in budgetary economy and in promot- 
ing active competition for mihtary contracts will lead them to 
give increasing attention to the use of negotiation as an in- 
strument to promote competition. 

Clearly enough, to secure efficient administration the calibre 
and training of procurement personnel will need to be im- 
proved, and the performance of such personnel will require 
objective review. Moreover, even with the best administra- 
tion the services will face many serious problems in using their 
powers of negotiation. In particular, it must be realized that 
in many cases the information available for negotiating prices 
will be insufficient to do a wholly satisfactory job. Often, too, 
a reluctant seller who has a monopolistic position in the mar- 
ket may still be able to dictate his terms as he has done under 
the formal competitive bid system. Even industrial purchasers 
are faced with these situations. 

Negotiation is no cure-all. It is at best an additional tool, to 
be used with discretion in limited circumstances where it ap- 
pears likely to give better results. 


XV 


RECOMMENDATIONS 

It is important to reconsider at this time the purchasing 
policies of the armed services in both war and peace in the 
light of our experiences during World War 11 and the changed 
position of the United States in world politics. The traditional 
policies followed by the services before the war did not pro- 
vide sufficient flexibility to insure fulfillment of the require- 
ments of the services under present conditions without unnec- 
essary waste of our resources. The recommendations for mili- 
tary purchasing below are designed to allow flexibility in 
policies and procedures in view of the different types of goods 
and services purchased, varying conditions of supply in dif- 
ferent industries, variations in the state of the national econ- 
omy, and changes in the types and degrees of economic con- 
trols. They seek to accompUsh this by making it possible to 
adapt to military purchasing many practices which have al- 
ready proven their usefulness to industry. 

The following recommendations are based upon several 
assumptions concerning the fundamental objectives of na- 
tional policy.^ I assume: 

( 1 ) that the overriding objective is to insure to the armed 
services their requirements of the necessary quality and quan- 
tity and at the proper time; 

( 2 ) that to insure maximum military effectiveness and 
economy in the use of labor and materials these requirements 
should be carefully screened and limited by a group at the 
highest policy level representative of the major parties inter- 
ested in mobilization; 

( 3 ) that to insure ( i ) above we must have in peacetime an 
efficient industrial economy capable of rapid expansion and 
conversion to the requirements of crisis or war; 

I. See above. Chap. I, for a more detailed discussioa of these assumptions. 
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(4) that incentives to efficiency in production must con- 
tinue in time of war; 

(5 ) that we must develop techniques in both war and peace 
which will allocate to the services the goods and resources 
necessary to fulfill their requirements; 

(6) that purchasing policies should be designed to pro- 
mote unity of purpose; 

(7) that so far as possible purchasing policies should con- 
tribute to the preservation and strengthening of our demo- 
cratic institutions by insuring respect of the individual, wide- 
spread sharing of economic and political power, and a decen- 
tralization of decision-making. 

I believe that in peacetime these objectives can be best 
achieved if in mihtary purchasing we make maximum use of 
the price system working through freely competitive markets. 
This is the mechanism of our normal peacetime economy 
for allocating resources as between alternative uses, such as 
military and civilian, and for providing incentives to efficient 
production. While I believe that government action may be 
necessary in peacetime to insure economic stability and to 
provide certain goods and services which cannot be well sup- 
plied by private enterprise, I believe that the pricing mecha- 
nism is the appropriate device for organizing economic activ- 
ity within the sphere of private enterprise. It is within this 
sphere of our economy that most of the production of goods 
necessary to the armed services should be undertaken. 

In the event of a major war I recognize that many controls 
must be imposed upon the economic system including con- 
trols over the use of materials, facilities, manpower, wages, 
and prices. It is clear that in the case of war the price system 
cannot be relied upon as the primary device for allocating re- 
sources or as the sole device to insure efficiency in the use of 
scarce labor and materials. However, the wartime price system 
will have important effects, for either the good or bad, in 
allocating resources and providing incentives. It is important 
that we adopt purchasing policies and procedures which will 
facihtate the allocation of economic resources to the produc- 
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tion of goods required by the armed services rather than inter- 
fere with this allocation. It is equally important that we adopt 
purchasing policies which will provide positive incentives to 
economy in the use of scarce labor and materials rather than 
policies providing positive incentives to be wasteful in their 
use. 

In a crisis economy with a high level of employment such 
as the present a large volume of military expenditures raises 
difficult problems. In such circumstances it will be possible, 
however, to place primary reliance upon the price system as 
an allocative and incentive device provided we adopt mone- 
tary and fiscal policies which will promote stability and avoid 
inflationary tendencies. If, however, such monetary and fiscal 
policies are not adopted, the impact of large military expendi- 
tures upon our economy may make it difficult to insure the 
allocation of necessary resources to the production of the 
services’ requirements without a substantial inflation of prices 
in the military goods area, which will seriously accentuate in- 
flation of prices of civilian goods. In such a case the alternative 
to either failure to supply the services with their requirements 
or continued inflation is the adoption of direct controls over 
production, prices, and wages. The following recommenda- 
tions are made on the assumption that we wish to avoid the 
alternatives of continuing inflation, an inadequate military 
establishment, or an economy subjected to continuing direct 
controls over production, prices, and wages, and that we wili 
therefore adopt the necessary monetary and fiscal policies to 
insure stability. The policies recommended below for use of 
the negotiated contract, however, should make it possible to 
insure the fulfillment of the services’ requirements even 
though we fail to provide stability. 

It is increasingly clear that the sharp dichotomy which has 
existed in the past between procurement policies in peace and 
war will not be appropriate for the visible future. Traditional 
peacetime procedures were defensible on the assumption that 
we needed only a small token military establishment and could 
afford to postpone the building of an effective military force 
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until an emergency was upon us. This assumption is no longer 
realistic. The appropriate procurement policies in peace and 
war are becoming increasingly similar. 

As a result of this growing similarity between wartime and 
peacetime policies, peacetime procurement operations can 
serve increasingly as a testing ground for wartime plans. More- 
over, peacetime operations will serve to train personnel more 
effectively in the duties which they will be called upon to per- 
form in war. It is reasonable, therefore, that the suggestions 
for future policy with respect to pricing military procure- 
ments in war, crisis, and peace should be merged. 

The following suggestions are made with a realization that 
in the field of economic mobilization all suggestions must be 
tentative. Price policy on military procurements is only one 
part of the over-all mobilization plan, the various parts of 
which must be coordinated. Moreover, critical decisions with 
respect to the internal organization of the Department of De- 
fense may affect the feasibility of alternative policies. Finally, 
it is one of the basic arguments of the preceding chapters that 
there are many unsettled issues particularly in respect to the 
theory of incentive pricing which deserve much more careful 
study. Despite these limitations I believe there are certain guid- 
ing principles which deserve consideration and which are com- 
patible with the foreseeable alternatives with respect to the 
over-all mobilization plan and organization within the De- 
partment of Defense. 

Recommendations 

I . The negotiated contract shotdd be used as an instrument 
of procurement in times of war, crisis, and peace. The grant 
of discretionary power to the armed services to procure either 
by the traditional competitive bid system or by negotiation 
will provide the necessary flexibility for the adaptation of 
purchasing procedures to different types of products, to the 
conditions of various industries, and to varying conditions 
within the economy. In peacetime, procurement may be made 
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under the traditional competitive bid system where it is feasi- 
ble and economical to stabilize and circularize specifications 
and where markets are actively competitive. But many peace- 
time contracts should be placed by negotiation. These in- 
clude research and development contracts; secret contracts; 
contracts for other items where quality cannot be insured by 
specifications; production contracts where it is desirable that 
the contract should be placed with the contractor responsible 
for developmental work; contracts which must be placed in 
the light of strategic considerations such as dispersion of in- 
dustrial capacity; and contracts in markets which are not effec- 
tively competitive because of restraints upon competition, the 
existence of a sole source, or patent monopoly. In time of war 
or wide-spread mobilization when inflationary pressures are 
great the negotiated contract should be used for all procure- 
ment. 

2. The services should develop specific criteria to guide 
their procurement officers in selecting sources for the place- 
ment of various types of negotiated contracts. The purpose of 
such criteria is to serve as a guide to procurement officers and 
to insure that all contractors will have an opportunity to 
participate in mihtary contracts so far as this is consistent with 
the over-all mobilization plan and considerations of economy. 
Such a policy will minimize the very real dangers of develop- 
ing favored contractors through fraud or inertia. The criteria 
will differ for various classes of negotiated procurements. In 
some cases the emphasis will be on comparative prices and in 
others upon the contractor’s reputation, know-how, location, 
etc. The criteria will change with time as did the criteria for 
placing contracts under WPB Directive No. 2 in World War 
II. It should be emphasized that negotiation does not preclude 
the informal solicitation of bids from several sources wherever 
this is feasible. In fact solicitation of bids from several sources 
should be an established part of approved procedures. 

3. The services should develop closer cooperation between 
technical personnel and the purchase groups. Traditional 
methods of purchasing by circulating rigid specifications have 
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led to a separation of the functions of purchase and design. 
As a result specifications have often become unnecessarily 
rigid and the potential sources of supply unnecessarily limited. 
With the increasing use of the negotiated contract the logic 
of the separation of these functions disappears. Much more 
efiicient purchasing can be effected by developing closer co- 
operation and a greater appreciation on the part of each group 
of the problems and points of view of the other. 

4. The services should sponsor and adapt their policies to an 
effective plan of economic stabilization to be put into effect 
promptly in the event of war or a major mobilization. Every 
effort should be made to avoid the inflation of prices which 
threatens in the wake of a major mobilization program. The 
maximum possible use should be made of monetary and fiscal 
policies designed to reduce consumers’ disposable income and 
unnecessary private investment. It is particularly important 
that these methods should be used rather than direct controls 
over prices and wages in a society threatened with intermittent 
crisis. But a major war or mobilization will inevitably require 
direct controls over wages and prices as well. The rate at 
which such controls should be imposed will depend upon 
the economic conditions when mobilization begins. 

Economic stabilization contributes to the maintenance 
of morale within the armed forces and on the civilian front. 
It is also a prerequisite to successful procurement, for which 
the services must bear ultimate responsibility. By stabilizing 
costs economic stabilization reduces uncertainties and thereby 
facilitates the production and pricing of military goods. It 
will also constitute a valuable contribution to the services 
through its control over the prices of many materials and goods 
purchased on subcontracts. Moreover, the stabilization of 
prices and profit prospects in the civilian goods area will place 
the services in a preferential position to bid for industrial re- 
sources. Although the over-all allocation of resources will of 
necessity be determined by direct allocations, priorities, etc., 
the placing of the services in such a preferential position will 
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facilitate the allocation of resources to specific uses with a 
minimum use of orders directed at individuals. 

5. The prices of specialized military goods should be the 
respoftsibility of the services. In time of emergency or war the 
civilian price agency should be responsible for controlling the 
prices of basic materials and of those manufactured goods 
a large proportion of which go to the civilian economy. The 
services can develop more adequate techniques for controlling 
prices and profits on specialized military goods. Some division 
of responsibility similar to that worked out by agreement be- 
tween OP A and the services during World War II should 
serve as a pattern. But if in an industry subject to price control 
the ceiling prices appear generally excessive for sales for mili- 
tary use because or increased wartime volume, consideration 
should be given to industry-wide price action designed to re- 
duce these prices rather than to renegotiation and repricing 
on an individual company basis. 

6. The services’ pricing policies should provide for tailor- 
ing prices and other contractual arrangements to varying con- 
ditions of procurement. This should permit a distinction be- 
tween contracts of such different types as research and de- 
velopment on the one hand and production contracts on the 
other. It should also permit distinction in purchasing policies 
and procedures between specialized military goods and items 
which are the same or similar to those sold in civilian markets. 
Furthermore, it should permit the adaptation of purchasing 
policies and procedures to changes in market conditions and 
changes in the context of economic controls. Finally, this 
should permit flexibility in purchasing to give consideration 
to the peculiarities of each contractor including his produc- 
tive facilities, his efficiency, his financial needs, his accounting 
system, etc. 

' y. A distinction should be made between those risks which 
are outside of a contractor’s control and those which are 
within his control, and so far as possible the contractor should 
be relieved from the former. This calls for various policies 
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such as government-financed facilities, government guarantee 
of loans, accelerated amortization, and escalation of prices by 
negotiation in the event of changes in costs outside the con- 
tractor’s control. 

8. Every effort should be made to encourage maximum 
efficiency in the use of labor and materials by producers of 
military goods. This may be done in three ways; (i) the 
development of contractual arrangements which provide 
price incentives to efficiency; (2) the development of other 
incentives to efficiency; and (3) the direct control of contrac- 
tors’ efficiency. The first two are more consistent with our 
traditions of appropriate relations between industry and gov- 
ernment and are more likely to encourage cooperation of 
industry. 

There is the danger in military purchasing that contrac- 
tual arrangements will be adopted which provide positive 
incentives to inefficiency. It is important that such contractual 
arrangements be avoided and that contracts be devised that 
provide incentives to cost reduction and the efficient use of 
labor and materials. It must be recognized, however, that in 
time of war with high excess profit taxes and perhaps rene- 
gotiation the magnitude of price incentives will necessarily 
be limited. It is therefore important that appeals be made to 
other incentives of industry such as its patriotism, its pride in 
a job well done, and its desire to maintain an efficient organiza- 
tion for the postwar period. 

Direct controls over contractors’ efficiency are feasible 
only in the case of major contractors who are producing a 
limited number of products. In the case of such contractors, 
however, especially those operating under CPFF contracts, 
it is important that such direct controls be developed. 

The services should study carefully the relative efficiency 
of various contractual devices and other devices used in 
World War II to insure efficiency. It may develop that the 
effectiveness of various devices in inducing efficiency varies 
with the type of product, size of contractor, or his conditions 
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of production. Since the problem of efficiency bulks so large 
in case of war, the services should undertake careful study of 
the various methods for administering CPFF contracts in 
order to determine the best methods to be used in this area in 
case of another major mobilization. 

9. An over-all company approach to the problem of pric- 
ing should be adopted in order to facilitate incentive pricing 
and to avoid the inevitable dangers of decentralized purchasing 
operations. An effective pricing program with emphasis on 
incentive pricing on a company basis might be developed 
along the following lines. Contractors might be divided into 
two groups: (i) those producing under one or a few prime 
contracts with a single purchasing office and (2) those pro- 
ducing under a larger number of contracts with several pur- 
chasing offices or under subcontracts. The first group might 
be handled in the conventional way. The cognizant purchasing 
office v^ould seek by use of various devices outlined in Chap- 
ters IX and X to effect close prices on each individual contract 
or, v/here cost systems are inadequate, on the group of con- 
tracts. Since the cognizant office administers the contracts 
covering all or nearly all the contractor’s war production, it 
would in fact be able to approach the pricing problem on an 
over-all company basis. 

The other group of contractors would present a more diffi- 
cult administrative problem. With such firms master pricing 
agreements might be negotiated in advance of mobilization 
specifying pricing policies and procedures to be followed on 
all prime contracts and subcontracts for the end use of the 
services. Each initial prime contract would be placed by the 
negotiation of the best possible price based on comparative 
prices or past cost data, if available. Maximum effort would be 
made to arrive at close prices consistent with the further ob- 
jective of minimizing expensive studies and paper work on 
small contracts. Such contracts would not include specific 
redetermination or periodic adjustment clauses but would be 
subject to periodic repricing under the terms of the master 
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company pricing agreement. Pricing of subcontracts would 
be the responsibility of the contractor in accordance with the 
master agreement. 

This program would call for an over-all review of the 
prices and pricing policies of each company at periodic in- 
tervals in close cooperation with the cognizant renegotiation 
board. The periodic review would lead to appropriate adjust- 
ments on existing contracts and agreement on prices or pric- 
ing policies on future contracts. One purpose of such a pro- 
cedure would be to encourage the development of adequate 
cost-estimating systems where feasible and the use of result- 
ing cost data in original pricing as well as in repricing. An im- 
portant advantage of this system to the contractor would be 
the reduction in the frequency and variety of requests for 
cost data and other information and in the number of differ- 
ent negotiations for redetermination or price adjustment. 
From the point of view of the services the program would 
stimulate more effective coordination of procurement policies, 
which is important in view of the inevitable decentralization 
of purchasing operations. 

10. Procedures should he developed in peacetime and ex- 
panded in voartime to provide the flow of information on costs, 
prices, profits, and over-all operations of major war contractors 
necessary for effective negotiation of prices. Procedures should 
provide for systematic and expeditious exchange of informa- 
tion between all interested parties so as to aid in effective pro- 
curement and to reduce duplicate requests to industry for 
information. 

11. The services should intensify their efforts to develop 
more effective methods for analyzing costs and prices in both 
war and peace. This should include an analysis of the record 
of cost and price changes on past and current procurements 
and also serve to develop patterns of learning curves for var- 
ious classes of procurement which may be applicable to new 
products in the same class. They should also study the tech- 
niques used by progressive purchasing groups in industry 
in order that innovations in industrial purchasing, wherever 
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applicable, may be adapted to government use. A manual sum- 
marizing typical examples of cost and price experience within 
the services and within industry would provide a useful ve- 
hicle for training purchasing officers. 

12. The services should revievo the experience with various 
contractual devices in use since ip^p in order to determine the 
effectiveness of various contractual arrangements and proce- 
dures for various classes of procurements. This should include 
a comparative study of the experience of various bureaus and 
technical services. Such a review might best be undertaken as 
a cooperative venture of the services and representatives of 
industry and should include a review of industry’s experiences 
under those arrangements as well as the experiences of the 
services. 

13. The services should develop a program of appropriate 
control over prices on subcontracts in both wartime and 
peace. This involves the development of programs and in- 
centives to encourage prime contractors to negotiate close 
prices on their subcontract purchases, the direct review of 
subcontract purchases as in the case of some CPFF contrac- 
tors during the war, and the use of the company pricing tech- 
nique to cover subcontract purchases and sales. Comparative 
Study should be made of the methods used by the various 
bureaus and services to cope with the subcontract problem 
and their relative effectiveness. 

14. As an aid to controlling and rewarding efficiency more 
effectively the services shoidd provide roving teams of produc- 
tion attd management engineers which wotild serve in an 
advisory capacity to industry and the services. These groups 
would serve as a clearing house of information on the best 
industrial practices and might serve a dual function of making 
suggestions to management for improving internal operations 
and reporting to procurement and renegotiation officials con- 
cerning contractors’ efficiency. These functions might be per- 
formed by existing groups concerned with other aspects of, 
production, inspection, and industrial cooperation. 

15. Renegotiation is a iisefid device in time of war hit its 
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administratiozi must be modified substantially if it is not to 
impair incentives to industrial efficiency. Renegotiation serves 
prinGipally as one element in the economic stabilization pro- 
gram designed to promote harmony and unity of purpose. Its 
function is not primarily economic. It serves to establish a 
pattern of the level and structure of allowable profits in time 
of war and to recoup excessive profits arising from errors of 
judgment, inadequate personnel, and the efforts of a willful 
minority to profit unreasonably from the war effort. Properly 
administered it may serve as one device to reward efficiency. 
Renegotiation has a tendency, however, as administered dur- 
ing World War II to interfere with incentives to efficiency 
in production and with good purchasing practices by the 
armed services and contractors alike. 

Renegotiation is a useful power to be used ( i ) against the 
willful minority who seek unreasonable profits and (2) dur- 
ing the period of rapid mobilization to eliminate unanticipated 
excessive profits arising from inadequately trained personnel 
and errors of judgment incident to the uncertainties concern- 
ing costs. To be successful the policies and administration of 
renegotiation should be closely associated with procurement 
and in particular with the efforts at company pricing (Recom- 
mendation 9 p. 253). More adequate tests of the efficiency 
and contribution of contractors must be devised through im- 
proved cost and price analysis and direct inspection (Recom- 
mendations 1 1 and 14 pp. 2 54 and 255) . With more adequate 
tests of efficiency it should be possible to provide a greater 
range of allowable profits than in the past so that significant 
contributions or superior efficiency can be rewarded suffi- 
ciently to make the risks involved worth while. 

16. Much voider use should be made of the privilege of 
granting exemption from renegotiation. Exemption should 
be granted in the case of contracts and contractors where there 
is reason to believe that such exemption will provide incentives 
to efficiency, the contractor and government have reasonably 
accurate knowledge of costs, and the contractor gives evi- 
dence of a desire to cooperate in reasonable pricing. More 
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liberal use of the exemption privilege, particularly after the 
initial adjustment to wartime production, should provide a 
strong incentive to cost control and reasonable prices. Em- 
phasis on the over-all company approach to pricing should 
reduce the difficulties experienced in the past in granting such 
exemptions by minimizing the accounting problems involved. 

17. Renegotiation should not be a normal part of peace- 
time procurement policy. If the services are to fill their re- 
quirements in times of peace or intermittent crisis, either con- 
trols must be imposed on production, prices, and wages or the 
services must hold forth the prospect of profits equivalent 
to those offered contractors in civilian markets. If renegotia- 
tion is carried over into peacetime and controls are not im- 
posed, it will be necessary to administer renegotiation so as 
to reflect the prospective profit opportunities as determined 
in freely competitive markets. Such an administration accom- 
plishes little and poses serious problems of public policy. 

18. Mandatory filing of price and cost information in 
peacetime should be required of certain industries the level 
of profits of which are determined primarily by the services’ 
purchasing policies. In certain areas such as the production of 
air frames and ships the services are themselves responsible 
for the going level of profits. In these areas the services should 
be able to control profits adequately by contractual arrange- 
ments if they pursue vigorous programs of cost and price 
analysis. In such areas it will be sufficient to provide for the 
mandatory filing of the cost and price information requisite 
to reasonable prices. 

1 9. Steps should be taken to insure that policies of the tech- 
nical services and biireaus are coordinated and that the powers 
of negotiation are not abused. Uniform purchasing policies 
and procedures should be established at the level of the 
Munitions Board or higher. Major proposals to contract 
should be reviewed prior to award at the level of Assistant 
Secretary or Under Secretary in each of the services. There 
should also be review of the services’ policies and operations by 
some outside civilian agency such as the Bureau of the Budget 
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in time of peace and the National Security Resources Board 
in time of war. 

20. Training in the objectives of purchasing and pricing 
policies should be extended to all personnel whose activities 
impinge closely on procurement. Such training should be 
given to those responsible for drafting specifications, produc- 
tion, and renegotiation as well as to purchasing personnel. 

21. The services should provide definite careers in procure- 
ment for military personnel for which special training and op- 
portunities for advancement are provided. The training pro- 
gram should include tours of duty in the purchasing depart- 
ments of companies whose success depends significantly upon 
aggressive purchasing as well as tours of duty with regular sup- 
pliers of the services. 

22. Reserve officer personnel for procurement shoidd be 
selected with due regard for the various functions involved 
and the types of experience and ternperament which will best 
qualify for each of these functions. Such personnel should be 
trained specifically in procurement policies and procedures 
by the Industrial College of the Armed Forces during both 
wartime and peacetime. In the event of mobilization intensified 
refresher courses should be provided for personnel as it is 
called up to procurement duty. Case materials on negotiation, 
price and cost analysis, and contractual arrangements should 
be prepared for these training programs. 

23. The services shotdd pursue a continuous program of 
cooperation with industry in the development and operation 
of purchasing policies and procedures. This should include 
consultation in the formulation of major policies and proce- 
dures and the explanation of the policies and procedures fi- 
nally adopted to top-level management in industry and to 
operating personnel in industry who are closely associated 
with negotiating and administering military contracts. 
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REPORT OF CONFERENCE ON PRICING OF 

MILITARY PROCUREMENTS " 

Henry E. Hansen, Rapporteur 

The basic premises and assumptions underlying Miller’s con- 
clusions and arguments, as well as his recommendations, gen- 
erally were agreed to or endorsed by members of the confer- 
ence. Some significant differences of opinion developed, how- 
ever, with respect to the role of renegotiation in wartime 
procurement. Certain shifts in emphasis and increased anal- 
ysis of some phases of procurement and pricing were sug- 
gested. Every effort, it was agreed, should be made to utilize 
the price mechanism to obtain maximum efficiency in war pro- 
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duction and to provide incentives which would make it advan- 
tageous for producers constantly to seek lower costs and 
thereby conserve scarce labor and materials. Moreover, it 
was felt that various types of contractual arrangements and 
agreements should be developed which would serve these 
objectives in the wide variety of situations confronting pro- 
curement agencies in wartime. It was stressed that the prob- 
lems of different industries vary greatly and that flexibility is 
essential. Planning in peacetime and constant study and anal- 
ysis of the accomplishments and failures of the last war were 
highly recommended. Finally, it was suggested that more 
emphasis should be placed on non-monetary incentives. It was 
felt that these were often overlooked in the formulation of 
policy. 

Controlled vs. Free Market Prices 

While it was agreed that the free-enterprise price system 
should be permitted to function to the maximum degree pos- 
sible, members of the conference generally approved Miller’s 
recommendation that a high degree of stability of wages, 
prices of consumer goods, and prices of basic materials is 
desirable to facilitate procurement and industrial production 
in wartime. It was emphasized, however, that stabilization 
must not be carried to a point where incentives to maximum 
effort are removed. As incentives are impaired, production 
will suffer. One of the members of the armed forces observed 
that the initial objective in any war is to obtain as quickly as 
possible all of the materiel required to win that war. This 
would undoubtedly mean the use of many controls over 
prices and production. Consequently prices would not be per- 
mitted to serve as the primary devices for mobilization. But 
price and its effect on production should not be forgotten. 

Diversion of Resources 

Recognizing the role which price can be made to play in 
diverting goods from civilian to war production, Miller argues 
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that the services should be placed in a preferential position 
with military items less vigorously controlled than nones- 
sential civilian goods. Acceptance of such a general principle 
in advance of another war, it was contended, would save valu- 
able time such as was lost in the controversy between the 
civilian price control agency and the military in the last war 
before the issue was finally settled. 

Experiences of the last war were cited as supporting Miller’s 
position. It was necessary to grant the military exemptions 
from price ceilings for products which also were used in the 
civilian economy. One member of the conference, however, 
expressed the opinion that price alone cannot be trusted to 
allocate properly and fairly the nation’s resources in time of 
war. If the military were given too free a hand, it might bid 
away resources which are absolutely essential to the civilian 
economy. It was argued that some outside civilian control 
agency, not the military since it is a claimant agency, should 
determine allocations and then control the distribution of 
these goods. 

Priorities. The need for priorities and allocative schemes 
in war was generally taken for granted. One reason advanced 
for their need was that the price mechanism alone cannot bring 
about adjustments quickly and speedily enough to divert re- 
sources into the channels required. In this connection one of 
the members believed that Miller should place greater em- 
phasis on the difficulty, if not impossibility, of finding a per- 
fect solution to military pricing in times of war. Any form of 
control in a free-enterprise system, it was observed, is an in- 
consistency. But since experience has shown controls to be 
necessary, the goal in wartime, it was argued, should be the 
best compromise possible between two systems based on 
fundamentally different principles. 

A minimum of interference with the normal economy in 
times of war was advocated. One member observed that plans 
to fight a war while at the same time carrying on “business as 
usual,” to provide both “guns and butter,” and to draft man- 
power while imposing no restrictions on the components of 
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free enterprise are understandable objectives. However, they 
can only be attained if the type of war permits. The fear was 
expressed that in the event of a war in the future more stringent 
controls would be required than in the last war. Advance 
planning through which mobilization programs are worked 
out with industry and understood by industry might consider- 
ably reduce the need for arbitrary controls. Certainly, it was 
argued, such planning would permit speedier mobilization and 
attention was directed to the Munitions Board’s current work 
in developing a program for the allocation of facilities in time 
of emergency. 

Mandatory Orders. Mandatory orders, it was agreed, 
should be used only after all other methods have been com- 
pletely exploited. In the last war a few situations occurred 
where they were undoubtedly necessary, but in others Miller’s 
view was sustained that with better negotiations and more 
patience resort to mandatory powers would have been un- 
necessary. One member who had experience in the applica- 
tion of mandatory powers did not regard them as very useful. 
He observed further that the administration of them required 
elaborate fact-finding, cost studies, accounting compilations, 
and other time-consuming mechanisms. Any plans that pro- 
vided for the existence of such powers in the event of an- 
other conflict should carefully consider the administrative 
problems which arise when these powers are used. He sug- 
gested two methods which might simplify these problems. 
One method would be to take over a plant with its entire staff 
as a military establishment, compensation for taking the plant 
to be determined by a court after the period of emergency. 
The other would be for the contractor to act as a trustee for 
the government with all of the requirements of this fiduciary 
relationship. 

Scope of Civilian Price Control Agency 

No decisive answer was obtained to the question of the 
extent to which a civilian price agency should control prices 
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of civilian goods when sold on military contracts. A multi- 
tude of items used in the civilian economy are identical to 
those required by the military. A partial answer to the ques- 
tion was given earlier when it was noted that in the last war the 
military had to give exemptions from ceilings to obtain the 
necessary quantities of certain items. For many other items, 
it was contended, control such as OPA exercised in the last 
war considerably eased the task of the procurement agencies 
of the military services. 

OPA’s Role. Cases were cited where OPA’s activities were 
regarded as constructive and others where they were destruc- 
tive to the interests of maximum production and sound pric- 
ing. One member beheved that the task of military procure- 
ment would have been insuperable if civihan goods used in 
military production had not been controlled. “There was a 
very substantial underpinning provided by ceiling prices and 
controls of all standard components. It was hard enough to 
handle the problem of price on something that was specially 
made for war purposes.” He also was of the opinion that the 
relaxation of OPA controls over standard commercial items 
was unfortunate. 

A textile producer, on the other hand, observed that “there 
was great difficulty in the textile business because of the meth- 
ods used by the OPA. The price at which you happened to 
have sold an article in March, 1942, made it purely an acciden- 
tal ceiling.” He further contended that renegotiation killed 
incentives and that the stimulus to production rested upon 
patriotic motives. 

Another disadvantage of OPA control over items used in 
military production was that the ceilings established also be- 
came floors since they had official approval. Consequently the 
services had difiiculty in obtaining price concessions when 
large procurements might indicate that discounts were in 
order. However, one member felt that the net result of OPA’s 
contribution was on the plus side because of the “underpinning 
provided” on materials and subcontracted items. As a result 
of OPA’s activities thousands of items which prime contrac- 
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tors included in costs required no argument regarding price. 

One suggestion advanced was that it probably would have 
been enough if OPA could have held the line on peacetime 
volume levels and if the services had had a repricing contract 
which could have recouped to them the savings arising out of 
the added volume. It was believed that in many instances no 
great difSculty would have been experienced in negotiating 
special discounts which would have been passed on to prime 
contractors and reflected in lower prices on end items. Such 
discounts could have been subject to revision from time to 
time. 

Reviewing the problems of the subcontractor, a representa- 
tive of a firm which acted in this capacity during the last war 
observed that many subcontractors could not determine 
whether their products were being used for war work. In 
fact, he said, their customers often did not Imow. This 
was one of the great difficulties encountered in renegotiation; 
it was almost impossible at times to decide the allocation be- 
tween renegotiable and non-renegotiable business. Further- 
more, he was strongly opposed to a double price system be- 
lieving that it would do more harm than good. If excessive 
profits developed, he thought certain revisions in tax laws 
might be made to take care of that problem. 

Negotiation vs. Formal Competitive Biddmg 

Military procurement agencies should not be forced to 
place contracts by formal competitive bidding. It was the 
unanimous opinion of the conference that this should be the 
case both in war and in peace. Miller’s recommendation in 
this respect was completely endorsed. The criteria, it was 
felt, should be good purchasing. Whichever method results 
in the soundest buying in any particular situation should be 
utilized. An examination of the record of the last war showed 
that formal competitive bidding quickly broke down and 
that market conditions were such that the only satisfactory 
method for obtaining the necessary materiel was through ne- 
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gotiated contracts. One member was of the opinion that 
“either in war or peace, competitive bids are the shield under 
which price leader schemes operate. While the method is 
generally supported by contracting officers of the services, 
such support seems to be based upon the single argument that 
it spares them trouble with Congressmen who want to know 
why some constituent did not get the business.” 

While negotiated prices are a tremendously important in- 
fluence in sound procurement, it is clear that the techniques 
are more difficult and time-consuming than competitive bid- 
ding. What is needed, it was said, is discretionary power for 
the services to use either the competitive bid system or nego- 
tiation. By the judicious use of the right method at the right 
time the procurement agencies could insure freely competi- 
tive prices. One member observed that there is nothing wrong 
■with the sealed bid system provided that it is freely competi- 
tive. However, negotiation should be permitted even after 
sealed bids have been opened. The procurement agencies 
should not be put into a position of being forced to buy from 
the lowest bid contractor when that contractor does not 
know his costs and may not be able to complete his contract 
either because he fails to understand his scope or may go 
bankrupt. The importance of the procurement function and 
procurement officers must be given proper recognition such 
as is accorded in private industry. 

Tricing Negotiated Contracts 

The desirability and feasibility of devising contractual ar- 
rangements under wartime conditions 'wffiich will provide in- 
centives to efficient production, as Miller recommends, was 
not questioned. But it was the consensus of opinion that any 
pricing arrangements or principles must be viewed in the 
light of whether or not renegotiation is in the picture. If after 
procurement officers have agreed on a fair and reasonable price 
with contractors, an outside agency reviews these arrange- 
ments and in effect alters them, then little hope is held out for 
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sound and scientific pricing. Consequently, it was felt that the 
question of sound pricing of contracts could not be divorced 
from that of the role of renegotiation in any future emergency 
or war. 

The problems of assuring sound prices for subcontracted 
items were recognized as quite different from those of the 
prime contractor. In part these have already been touched 
upon. For example, a double price system was opposed, partly 
because of the difficulty of differentiating between war and 
civilian business. ATsuggestion was made that if prime contrac- 
tors were provided with a real incentive to do the best pos- 
sible buying, their efforts would result in sound pricing for 
subcontracted items. Renegotiation was regarded as destroy- 
ing that incentive. 

Renegotiation in War and Peace 

The major difference of opinion between Miller’s views 
and those of the conference developed with respect to the 
recommendation that “renegotiation should be used in war- 
time as an aid to procurement and a method of recouping ex- 
cessive profits.” ^ The majority felt that they could not en- 
dorse this recommendation and that the record of the last 
war indicated that renegotiation as administered and sound 
procurement were incompatible. A few kind words were 
said for renegotiation, however, by the representatives of two 
aircraft companies. 

The question of the role of renegotiation in peacetime was 
quickly disposed of. No excuse or reason could be seen for its 
use or existence. It was agreed that only unfavorable results 
can be expected from the two renegotiation laws passed by 
the last Congress. They will not aid procurement but will in- 
stead subject many manufacttirers to additional costs and 
time-consuming paper work and negotiations. In addition, 
they may at times hamper the armed forces in the placing of 

2. From earlier draft of manuscript submitted for discussion at Conference. 
For recommendations on renegotiation as revised since the Conference, see above, 
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contracts. There are, moreover, strong prospects that future 
appropriations will make similar provisions unless the com- 
plete story of the effects of renegotiation are made clear to 
legislators and the public. 

Many of the contractors now subject to renegotiation, it 
was observed, are also subject to the profit-limitation pro- 
visions of the Vinson-Trammell Act. That act was suspended 
during the war but is now again in effect. A representative of 
an aircraft company commented: “It is the uniform opinion 
of our industry, and I am sure also of the shipbuilding indus- 
try, that the profit-limitation provisions of the Vinson- 
Trammell Act are not only patently discriminatory, but in 
addition they impose a heavy burden of administrative work 
on both prime contractors and subcontractors. We think that 
these provisions should be repealed immediately. I doubt very 
much that these profit-limiting provisions ever produced any 
significant revenue for the government during the period 
when they have been in effect.” 

Effect on Incentives. Among the most serious accusations 
leveled against renegotiation was that it destroyed incentives. 
Efficient producers, it was contended, often were penalized. 
For example, a ten per cent profit allowed to a high-cost pro- 
ducer obviously resulted in a greater dollar profit than when 
the same percentage was allowed a low cost manufacturer. In 
this respect it was subject to the same criticism as a “cost-plus- 
percentage-of-cost” arrangement. It was suggested that a 
wider range of allowable profits was desirable. If that had been 
the case, more adequate rewards for efficiency might have 
been possible, although the difficulty of accurately measuring 
and comparing efficiency among contractors was recognized. 

Insecurity and Uncertainty . Another major defect of re- 
negotiation listed was the long period of time during which the 
contractor did not know the full extent of his earnings and 
income. Consequently many important policy decisions had 
to be held partially in abeyance. Generally a settlement was 
not reached until many months after the close of a calendar or 
fiscal year and long after deliveries on a particular contract 
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had been completed. This uncertamty was regarded as one of 
the most aggravating and destructive features of renegotia- 
tion. Normal business practice is for the producer to enter a 
negotiation, come to an agreement on terms and then return 
to his plant and do his best. He has every incentive to reduce 
costs to the lowest possible level. And he knows at the outset 
roughly where he stands. 

Trice Consciousness of Trociirement Officers. Another re- 
sult of renegotiation, it was said, was an adverse effect on the 
price consciousness of procurement officers. With renegotia- 
tion in the background, second guessing and acting as a back- 
stop, there was less incentive for officers to carry through as 
tough a negotiation on price as otherwise. An industry rep- 
resentative observed that renegotiation also had some effect 
on his thinking as he entered contract negotiations. Fre- 
quently, it seems, a “what is the use” attitude developed. Thus 
the absence of closer pricing in contract negotiations did not 
necessarily reflect poor pricing methods or principles. 

Renegotiatio?i Divorced from Trocurement. If renegotia- 
tion has any justification, it was contended by several mem- 
bers, it is only as an aid to procurement. Renegotiation was at 
first part of purchasing, but it was later divorced and developed 
into a technique for “skimming off profits.” Miller recom- 
mends the “closest possible coordination of procurement and 
renegotiation,” but it was felt that this point should be em- 
phasized even more, assuming that renegotiation is not en- 
tirely dispensed with which many believe desirable. As a profit 
skimming operation renegotiation failed to provide the incen- 
tives and pressures to keep costs down. Even the information 
collected often came too late to be of any particular help to 
contract pricing. For these reasons and because of the uncer- 
tainty and insecurity it caused, one member of the conference 
who was active in procurement during the war stated; “I 
have very definitely come to the conclusion that renegotiation 
is a great bar to the type of contracting that the services will 
have to do in peace and war.” 

Subcontract Tricing. Some difference of opinion existed in 
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regard to the effect which renegotiation had on the pricing 
policies of subcontractors. One view was that since subcon- 
tractors knew that “excessive” profits would be taken away, 
they were more willing to make price concessions to their 
customers, the prime contractors. Another member took an 
entirely opposite point of view. He felt that renegotiation pre- 
vented sounder pricing at the subcontract level. 

In Support of Renegotiation. Some representatives of the 
aircraft industry stated that their experiences with renegotia- 
tion were satisfactory. They were not opposed to it in prin- 
ciple as were other industry representatives although they 
thought its administration might be improved. The aircraft in- 
dustry was constantly being called upon to produce new items 
or to change existing items radically. Tremendous numbers 
of engineering change orders were being issued and volume of 
production was subject to wide and sudden variations. Under 
these conditions cost estimates, despite the best of intentions, 
were often found to be wide of the mark. Unintended exces- 
sive profits were earned at times and renegotiation simplified 
the legal problems of a corporate management in making re- 
funds. Some criticism of the methods of administration, how- 
ever, is found in the following statement by one of the air- 
craft industry representatives; “I found renegotiation during 
the war extremely fair, with, one exception. There was a basic 
percentage in the back of everyone’s mind conducting rene- 
gotiation.” Obviously, if this percentage was the same for a 
low cost as for a high cost producer, the latter received the 
larger aggregate profits for his efforts. Another member of 
the industry observed that under the conditions which pre- 
vailed during the last war and with government business ac- 
counting for nearly all of his company’s total production, re- 
negotiation “on the whole, was a pretty good formula and 
mechanism.” 

Political Reasons for Renegotiation. While not advanced 
as an argument in favor of renegotiation, it was recognized 
that some strong political reasons existed for its establishment. 
Following World War I Congressional investigations resulted 
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in the country becoming very “war-profiteering” conscious. 
Renegotiation in part, therefore, was regarded as insurance 
against situations developing where it might be said that profit- 
eermg had occurred while men were giving their lives in 
defense of the country. 

Changes Suggested. Recognizing the difficulty of making 
reasonably accurate cost estimates in industries subject to con- 
stant change, as was true for aircraft in the last war, some 
members were of the opinion that careful analysis of various 
industries contributing to war production, either directly or 
indirectly, would reveal many cases where accurate costing 
and good pricing is possible. Where sound contract pricing is 
possible, exemptions from renegotiation, possibly by broad 
classes, should be granted. A subcontractor believed that such 
exemptions were particularly appropriate in the case of sub- 
contractors for standard products or materials. This would 
also eliminate the problem of determining the proportion of 
renegotiable and nonrenegotiable business. One member felt 
that even in instances where accurate costing is not possible in 
advance of production, a good repricing contract clause would 
be much more desirable than renegotiation. It would do 
everything that renegotiation could do without incurring the 
disadvantages of renegotiation. 

Another suggestion made was that prime contracts provide 
for a minimum which will be allowed after renegotiation. 
Then some of the uncertainty would be removed. If the con- 
tractor turned in an outstanding performance, he would be 
allowed a larger return than the minimum. It was further sug- 
gested that the development of techniques for evaluating the 
efficiency of contractors would be desirable, although some 
members doubted that this could be done satisfactorily. If 
efficiency could be measured reasonably accurately, then a 
wide range of renegotiation allowances would be necessary. 

If renegotiation is simply a device for “skimming off” prof- 
its, some members suggested that this function could be better 
performed by the tax laws and the Internal Revenue Bureau. 
People are accustomed to having that agency take money away 
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from them. The entire process of diverting so-called excessive 
profits to the Treasury could be performed at a much lower 
cost. One member questioned whether the profits taken under 
renegotiation had been worth the great effort. It was suggested 
that after proper allowance was made for the extra time and 
cost to industry and government which renegotiation en- 
tailed, little, if any, savings resulted. 

Some opposition was registered to a suggestion that a 100 
per cent excess profits tax be imposed in wartime in place of 
renegotiation. It was contended that, because of differences in 
the invested capital of companies, such a tax might prove more 
unfair in some cases than renegotiation. It would moreover, 
remove all incentive to efficiency and would “encourage the 
building up of costs” instead. 

Efficient frocurement and Tricing 

Efficient procurement and pricing depends upon a wide 
variety of factors. As the discussion brought out, true incen- 
tives must be provided. Certain controls are necessary in war- 
time but the normal price and market mechanism must not 
be excessively hampered. One of the essentials to good buy- 
ing, of course, is the development of terms and conditions of 
contract which will result in the attainment of the objectives 
of sound purchasing policy. Much of the remainder of the 
conference was devoted to a discussion of various types of 
contracts. Some other essentials to good buying, however, 
also were touched upon. 

Miller’s recommendation that the “Services should develop 
closer cooperation between technical personnel and the pur- 
chase groups” was endorsed. Purchasing has been hampered, 
it was observed, by the rigid separation of the functions of 
design and purchase. One member with experience in both 
government and industry purchasing noted that the military 
purchasing function is performed in a formalistic manner 
with no scope for initiative or negotiation for cost reductions 
by minor and unimportant design changes. In turn, specifica- 
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tions are written without any reference to cost and without 
real consideration given to the efficient use of labor, materials, 
and machinery. Government, it was felt, could learn much 
from studying and adopting certain principles of organization 
and methods of progressive purchasing departments in private 
industry. Military buying, it was said, was also hurt by the 
failure to coordinate and consolidate all requirements and to 
keep them under constant survey. 

Use of Managemetit Engineers. As an aid to good buying, 
Miller recommends that the government use management 
engineers to evaluate a contractor’s efficiency and to assist in 
the development of more efficient production methods. Upon 
request, these engineers could help a producer to solve a 
particular production problem. The principal objection to 
this suggestion was that it would be difficult to obtain compe- 
tent engineers in time of war. All of them would be required 
by industry. In the last war, it was observed, skilled and tech- 
nical personnel were at a premium. In view of that situation 
the question was raised whether selective service should not 
give greater recognition to industry’s manpower problems. 
The military was aware of these problems, it was said, but also 
had to consider the morale aspects of deferments. It was sug- 
gested, however, that during the early stages of a war, when 
the problem of producing materiel is more formidable than 
that of obtaining men, deferments might be more liberally 
granted to key men in industry. 

Types of Contracts. One of the basic facts that developed 
from this discussion is that no single type of contract can be 
devised to take care effectively of every situation. The prob- 
lems of the aircraft industry are very different from those of 
textile producers. Procurement officers and contractors should 
not be forced to use a designated type of contract if it is not 
appropriate. One of the great contributions which planning 
groups can make during peacetime is the development of 
various contract clauses which will result in maximum effi- 
ciency in buying and production in the wide variety of situa- 
tions which will confront contracting officers in time of war. 
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Tracing the development of some of the contracts used in 
the last war, one of the representatives of the services noted 
that prewar planning had been influenced by the criticism 
which was directed against excessive profits in war contracts 
during World War I. The intent of these earlier efforts was 
to provide incentives for keeping costs down. Consideration 
was given at the outset of the last war to combining the cost- 
plus-fixed-fee contract with a target price contract. One of the 
major difficulties was that with fees limited to a maximum 
of 7 per cent of estimated cost the reward which could be 
given a very efficient contractor was small. It was also recog- 
nized that in many instances products would be subject to 
constant change or that contractors would be called upon to 
make entirely new items. Thus costs could not be accurately 
estimated and constant adjustments in estimates would be re- 
quired. Revisions would also be necessary if costs of labor and 
material increased through no fault of the contractor. 

With the experience of the last war as a background, how- 
ever, it was felt that appropriate types of contracts could be 
put into use which would provide incentives and sound prices. 
Some were of the opinion that contractual arrangements could 
be worked out which would make it safe and desirable to 
dispense with renegotiation. Attention was repeatedly called 
to the danger that all efforts to provide incentives in contracts 
might be nullified by the actions of a renegotiation board. 

Target Contracts. Representatives of the aircraft industry 
commented favorably on their experience with the incentive 
or target-cost contract used by the Navy Department. These 
did not generally provide for exemption from renegotiation, 
but several members were of the opinion that the possibility 
of providing such exemption in the future should be care- 
fully studied. Such a development would hold out real hope 
of providing true incentives to maximum efficiency. Under 
the target-cost contract, contractors share in cost reductions 
below the target while cost increases result in reduced profits. 
As Miller observes, the major problem is to negotiate a satis- 
factory target, which is very difficult or impossible to do for 
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completely new items or those subject to constant engineering 
changes. The conference agreed, however, that there are many 
situations where this type of contract would be very helpful 
and that serious effort should be made to explore its full pos- 
sibilities. 

Redetermination Clauses. Further careful study of the use 
of redetermination clauses, particularly in cases where costs 
cannot be accurately estimated at the outset, was recom- 
mended. A considerable record of experience in the use of 
these clauses, their shortcomings, and the areas in which they 
are most suitable was accumulated during the last war. 

One variation in the redetermination type of contract sug- 
gested would provide for the negotiation of the profit margin 
after 25 per cent of the articles called for under the contract 
had been produced. This type might prove useful in some cases 
where costs cannot be estimated prior to some production. It 
might also incorporate an incentive feature in order to make 
it worthwhile for a contractor to reduce costs as much as pos- 
sible on the remaining 75 per cent of production. In the case 
of small contracts, where it “isn’t worth while to set targets 
and reset them,” a downward revision clause may prove 
practical. In addition it was suggested that consideration be 
given to simplifying the operation and administration of re- 
determination clauses used during the last war. 

Opposition to redetermination provisions was registered by 
one producer because of the paper work and accounting 
problems involved. He felt that the influence of T.D. 5000 had 
been particularly bad. The clauses would be much more ac- 
ceptable if costs as shown on the company’s books -were ac- 
cepted. Attention W'as called by another member to the lack 
of uniformity in accounting policy. Policies of the contractor, 
the procurement agencies, and the General Accounting Office 
differ considerably. It was further contended that a clarifica- 
tion of accounting policy is essential in order that a basic rule 
for determining costs can be established. A representative of 
the military noted that work was progressing in that direction. 
Another member suggested that too much reliance had been 
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placed throughout the last war on cost-accounting and audit 
procedures, particularly as they related to individual con- 
tracts. He also observed that very simple devices could be 
written into contracts concerning the key information re- 
quired to assure proper control. This approach has special 
merit in master contracts or company pricing, as discussed 
later. 

Cost-Plus-Fixed-Fee. Opinion was divided as to the desir- 
ability and value of using cost-plus-fixed-fee contracts in war 
procurement, especially for production items. It was gener- 
ally conceded that there are situations, particularly when re- 
search and development is involved, where a CPFF contract 
is about the only type of existing contract which can be used. 
A representative of the aircraft industry summed up his com- 
pany’s views as follows: “The general belief of our corpora- 
tion has been that it is an insidious thing to get into the habit 
of operating under CPFF contracts. You can’t help letting 
it be known that you have a CPFF contract, and the general 
tendency of management and I think of everybody else is to 
relax a little.” 

Evidence of efficient operations under well administered 
CPFF contracts were cited. The incentive in such cases, how- 
ever, was not provided in the contract but instead reflected 
management’s fear that bad habits acquired in wartime would 
be a serious liability in peacetime civilian production. One in- 
dustry representative favored CPFF contracts if they “could 
be finalized with the services.” He objected to the General 
Accounting Office getting into the picture unless there was 
evidence of fraud. It was observed that some of the account- 
ing problems of the CPFF contract had been eased by the 
adoption of a fixed-overhead type in which overhead can be 
periodically reset when important changes occur in the volume 
of production. 

Attention was also directed to another variation of the 
CPFF contract, called the cost evaluation contract. Under 
this contract, which has never been authorized, the perform- 
ance of the contractor would be evaluated upon completion 
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on the basis of certain factors specified in advance, such as 
efficiency in the handling of materials and labor, financing, 
etc. This evaluation would determine whether the contractor 
was entitled to any fee in addition to the minimum provided 
in the contract. A representative of the Army stated that it 
did not seem that this type of contract would he attractive to 
industry because of the uncertainty regarding the evaluation 
of efficiency. He thought, however, that this approach merited 
additional study. 

Company Pricing. Members of the conference familiar with 
the company pricing program developed near the close of 
the last war were in agreement with Miller’s analysis and 
recommendation of this technique. Many procurement prob- 
lems could be solved or eased by using the total company ap- 
proach particularly for large contractors almost wholly en- 
gaged in war work. As one member put it: “The inability to 
measure the profit outcome on any individual contract; the 
tremendous mass of cost and accounting work required and 
the arguments over principles of overhead and cost allocation 
entailed; the need of a progressive and cumulative review of 
the contractor’s position — all of these make company pricing 
a logical plan. It is also one which the manufacturer is willing 
to accept after it has been explained to him.” Under the 
program considerable advance planning would be possible and 
many details of pricing policy could be analyzed and accepted 
prior to the actual placing of contracts. Because of the late 
date on which it was inaugurated in the last war, the record 
of experience is limited but deserving of intensive study. 

The record of accomplishment of the company pricing 
program was not very impressive, partly because in and out 
of the services it was regarded as competing with or supple- 
mentary to renegotiation. In its short life, however, it was 
contended that it demonstrated its value in coping with the 
problem of overabsorption of fixed charges. Such overabsorp- 
tion was a frequent cause of excessive and unexpected profits. 
Company pricing provided a mechanism for making contin- 
uous adjustments in overhead rates. 
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One recommendation growing out of this discussion was 
the use of blanket or master contracts for producers almost 
entirely engaged in war work. The pricing clause in such a 
contract wmuld only involve a statement of the company 
pricing scheme. The requirements of the contract would be 
that the company produce various items as specified from time 
to time and that for each of these items a cost estimate would 
be prepared to provide a basis for tentative billing. Such esti- 
mates, of course, would be examined and, if proper, accepted 
by the procurement ofiicer. Thus instead of a mass of con- 
tracts wdth each concern, there would be a single contract 
tentatively priced. The final price, however, would be deter- 
mined under the contract in accordance with company pric- 
ing principles. The administration of such contracts would be 
in the hands of procurement officers who would have the 
power to recognize efficiency and provide incentives. An- 
other benefit ascribed to a master contract is that many of the 
accounting problems encountered under individual contracts 
would be avoided. There would be no need to spend many 
hours in trying to allocate overhead items among individual 
contracts. The cost factors which can best be reviewed on an 
over-all basis would be treated accordingly. 

Non-financkl Incentives to Efficiency 

Reviewing the afternoon’s discussion, one member with 
long experience in industry and government service observed 
that emphasis had been placed primarily on the profit incen- 
tive as a means of assuring low costs and maximum produc- 
tion. He noted, however, that profit may reflect undesirable 
practices and policies and that the type to be encouraged arises 
when a manufacturer makes a careful estimate by looking 
ahead and forecasting his position as to volume and cost, sets 
himself a tight goal in the price, and proceeds to beat it through 
efficient methods. Such contractors not only make a contri- 
bution by saving the nation’s resources but establish a usable 
standard against which other performances can be evaluated. 
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The impact of other incentives, non-financial in character, 
should not be overlooked or unrecognized. It was observed 
that there are many additional incentives aside from profits, 
“that people work because they want to do a first-class job 
and they want to keep their shops running right. It is my 
opinion that the men w^ho almost killed themselves during 
the war didn’t do so for a few more dollars.” Mention of 
these incentives in Miller’s study was suggested. Pride of 
workmanship, pride of accomplishment, pride of smooth 
running and efficient organizations, and pride in contributing 
to the winning of the war were among the non-financial in- 
centives cited. These incentives, another member noted, were 
the basis of good morale and were hard hit by renegotiation. 
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EXPENDITURES FOR WAR ACTIVITIES 
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* Does not include net outlays by government corporations. 


Source: United States Treasury, Bulletin. 
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APPENDIX B 

MAJOR WAR SUPPLY CONTRACTS AND 
FACILITY PROJECTS 

April 1940-December 1944 

Data in Table X and Charts II and III on supply contracts and 
facility projects are taken from Summary of War Supply and 
Facility Contracts by State ^ Industrial Area and County ^ June 4, 
1945, published by War Production Board, Program and Statistics 
Bureau. WPB gives the following explanation of the data: 

The total of Federal war supply and facility projects reported is net, 
reflecting all decreases due to contract cancellations and reductions 
that have been reported to the War Production Board, 

The value . . . shown for supply contracts is the total of individ- 
ual contracts awarded by the Army, Navy, Maritime Commission, 
Treasury Procurement Division, and foreign purchasing missions re- 
ported to the War Production Board in the period June 1940 through 
March 1945. Defense aid awards are included (Treasury contracts 
include only such awards). Army, Navy, and Maritime Commission 
contracts cover awards since June 1940; Treasury contracts, since 
March 1941; foreign contracts, since September 1939. Contracts 
having a value of less than $50,000 and all awards for foodstuffs and 
food processing are excluded. 

The value . . . shown for facility projects represents the total of 
the latest estimates of final cost of each project for which a contract 
has been awarded or a letter of intent or project order issued 
of $25,000 or more as reported to the War Production Board in the 
period June 1940 through February 1945. Costs such as land pur- 
chase, architectural and engineering fees, construction materials, con- 
struction work, and manufacturing and maintenance facilities 
financed by the Army, Navy, Maritime Commission, Defense Plant 
Corporation, Reconstruction Finance Corporation, and British Em- 
pire governments are included. Facilities financed with private funds 
are excluded. 

The . . . total of water supply and facility contracts is substanti- 
ally below the total commitments as reported through March for these 
agencies. An important factor accounting for this difference is the 
lag between the commitment of funds and the award of contracts and 
the further lag between the award of contracts and reporting of in- 
formation on individual contracts. Project orders account for an- 
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other part of this difference, and contracts having a value of less than 
$50,000 and awards for foodstuffs and food processing aggregate a 
substantial sum. In addition, the $225 billion does not include revisions 
in the estimated final cost of products under cost-plus-a-fixed-fee 
contracts or under contracts containing an escalator clause with re- 
spect to w'age rates and material prices. 

The category ‘‘Aircraft” includes contracts for airframes; airplane 
engines, propellers, and other parts, including starters, generators, 
carburetors, etc. and certain related equipment, such as parachutes 
and aircraft pontoons. Armament, such as gun turrets and bomb 
racks, is included but instruments and communication equipment are 
excluded. The category “Ships” includes contracts for the construc- 
tion of new vessels of all kinds; the purchase of used vessels; ship con- 
version, recommissioning, and repair; and the purchase of marine 
engines and propulsion equipment. Armor, armament, navigation and 
radio equipment, parts, and materials are excluded. The category 
“Ordnance” includes guns, gun mounts, and fire control equipment; 
ammunition, shells and bombs; explosives, and ammunition loading; 
and motorized combat and non-combat vehicles. Armament for ves- 
sels is included in this category. The category “Communication 
Equipment” includes contracts for radio, telegraph and telephone 
sets, parts, and equipment; sound detection equipment; and other 
related electronic devices including tubes and parts. 



MAJOR WAR SUPPLY CONTRACTS AND FACILITY PROJECTS BY MAJOR OBJECT 

Quarterly, April 1940-December 1944 
(Millions of Dollars) 
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APPENDIX D 
Table XII 

INDEXES OF CONTRACT PRICE CHANGES 
NAVY DEPARTMENT 

January 1942-August 1945 

(October 1942 = 100) 

Bureau Bureau Bureau Bureau 
Bureau of Ships of Ships of of 

of Bureau Ship - Elec - Supplies Medicine 


Navy 

Month Dept . 

I 1942 

Jan. 106.0 

Feb. 106.2 

Mar. 1 06.1 

I Apr. 104.5 

I May 104.2 

f June 102.8 

July 103.7 

! Aug. 102.2 

I Sept. 100.5 

I Oct. 100.0 

I Nov. 98.8 

I Dec. 98.5 

^943 

I Jan. 98.1 

I Feb. 97.9 

I Mar. 97.5 

I Apr. 96.9 

j May 96.7 

i June 95.6 

July 93.2 

j Aug. 92.1 

I ' %*5' 

1 , Oct. ■ 89,0 

1 Nov. 88.5 

I Dec. 87.7 

I ^944 

Jan. 86.4 

i Feb. 85.8 

j Mar. 84.7 

I Apr. 85.4 

May 84.8 

: June 84.5 

July 84.1 

Aug. 83.6 

Sept. 82.9 


Aero - 

of Ord - 

building 

nautics 

nance 

Division 

113.6 

102.3 

103.9 

1 14.4 

102.6 

103.9 

1 1 3-5 

102.5 

104.2 

109.5 

1004 

104.0 

109.0 

100.4 

103.7 

106.7 

100.6 

101.3 

IIO.I 

100.6 

lOI.I 

105.7 

100.2 

100.7 

100.7 

100.2 

100.7 

100.0 

100.0 

100.0 

100.4 

98.4 

98.2 

100.2 

98.2 

98.0 

99.8 

98.0 

97.8 

99.6 

97.9 

97.6 

99.4 

97*7 

97.1 

99.9 

96.2 

96.4 

99.4 

95-8 

96.3 

98.9 

94.8 

94.0 

91.4 

94.1 

93-5 

89.3 

93.1 

93.0 

83.0 

92.7 

92.2 

83.1 

91-5 

91,5 

82.4 

90.4 

91.4 

82.3 

89.3 

90.0 

79.6 

87.6 

89.8 

78.0 

86.8 

89.8 

75-3 

86.3 

89.5 

77'9 

86.2 

894 

77.0 

85.3 

894 

77-9 

85.1 

89.3 

76.8 

84.4 

89.2 

76.0 

84.1 

89.1 

75*2 

83.3 

89.0 


ironies 

and 

and 

Divison 

Accounts 

Surgery 

104.4 

98.3 

108.6 

104.2 

98.3 

108.6 

104.2 

984 

108.6 

103.8 

99.0 

108.6 

103.4 

99-7 

108.6 

101.8 

100,5 

105.6 

101.6 

lor.i 

104.7 

101.5 

100.7 

102.3 

100.8 

99.9 

101.6 

100.0 

100.0 

100.0 

96.3 

100.0 

99.6 

94-7 

99.9 

99.2 

92.5 

100.6 

98.3 

92.7 

100.5 

98.0 

91.1 

100.8 

96.5 

89.7 

100.3 

95-7 

89.6 

100.8 

95.0 

87.8 

103.5 

92.4 

87.7 

103.7 

92.4 

86.2 

103.6 

91.6 

82.5 

103.6 

91.7 

81.6 

103.8 

89.5 

81.2 

104.0 

88.8 

80.3 

103.6 

88.1 

79.8 

103.6 

88.1 

79-7 

103.7 

88.0 

78.6 

103.6 

88.0 

784 

103.7 

85.7 

77.6 

103.7 

85.3 

75.6 

103.6 

84.2 

73-9 

103.8 

85.8 

72.2 

1 04. 1 

84.8 

69.7 

104.2 

84.8 
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Table XII (cont.) 

INDEXES OF CONTRACT PRICE CHANGES 
NAVY DEPARTMENT 

January 1942-August 1945 
(October 1942 = 100) 


Navy 

Bureau 

of 

Aero - 

Bureau 
of Ord - 

Month Dept , 

nautics 

nance 

1944 

Oct. 82.2 

73.8 

03.0 

Nov. 81.5 

73.0 

82.4 

Dec. 81. 1 

73-1 

81.5 

i 94 S 

Jan. 80.4 

71-5 

80.9 

Feb. 80.2 

70.8 

79-9 

Mar. 79.9 

71.0 

79-3 

Apr. 79.8 

71.2 

78.9 

May 78.6 

68.0 

78.7 

June 78.4 

68.0 

77.6 

July 78.2 

67.5 

774 

Aug. 78.1 

67.3 

77-3 

Source: Navy Department, Price 

Navy Contract Frices , 


Bureau 

Bureau 

Bureau 

Bureau 

of Ships 

of Ships 

of 

of 

Ship - 

Elec - 

Supplies Medicme 

building 

tronics 

and 

and 

Division 

Divison 

Accounts Surgery 

89.0 

68.5 

1 04.1 

84.7 

88.1 

67.7 

1 04.1 

84.4 

87.4 

66.7 

104.2 

84.3 

87.4 

654 

104.1 

85.7 

88.0 

64.8 

104.2 

85.8 

87.8 

63.9 

104.0 

84.5 

87.6 

65.6 

104.0 

85-3 

86.4 

63.3 

104.2 

85-5 

86,4 

62.8 

T04.3 

85.9 

86.4 

62.6 

104.4 

85-9 

864 

62.4 

104.3 

85.9 

Analysis 

Division, 

OP&M, 

Indexes of 


INDEX 


ACCELERATED AMORTIZA- 

TION, 113-116 

Adjusted compensation contract, 42 
Advance payments, 119 
Air Corps Act of 1926, 28, 31, 85 n. 
Allan, Ethan P., ii4n., ii6n. 
Allocation of resources, 17; claimants 
for, 21; conference report on, 260- 
261; in peacetime, 6-7; in wartime, 
9-10; use of price system, 246-248 
Armed Services Procurement Act, 27- 
28, 227-229 

Armed Services Procurement Regula- 
tion, 230 

Army Air Force (AAF), procure- 
ment responsibility, 58 
Army Industrial College, training, 15 1. 
See also Industrial College of the 
Armed Forces 

Army and Navy Munitions Board, 47- 
48. 53 

Army Service Forces (ASF), procure- 
ment responsibility, 57-58 
Arnold, General, i68n. 

Assignment of Claims Act, 1 20 
Atomic warfare, i 

BACON-D AVIS ACT, 29 n. 

Baldwin, Hanson W., in. 

Baliantine, Duncan S., 19 n. 

Bankable contract plan, 116 
Barbour, Dana M., 27 n,, 35 n. 
Barnard, Chester L, 7 n. 

Barnes, Irston R., 152 n. 

Baruch, Bernard, 38 n., 39, 49 n., 66 n. 
Beard, Charles A., and Mary R., 39 n. 
Bergson, Abram, 7 n. 

Black, John D., 12 n. 

Blackshear, Lt. M. H., 78 n., 79 n. 
Blaugh, Carman G., 172 n. 

Board of Contract Review, 93-94 
Boiler-plate clauses, 146 
Bowie, Robert R., 172 n., 1740. 

Boyd, Paul B,, 172 n. 

Brown, Sen. Prentiss M., 68 n., 72 
Browning, Albert J., 54, 55, 58 n., 94 


Budd, Ralph, 48 
Burack, A. S., 27 n. 

Buy American Act, 29 n. 

CASE AMENDMENT, 171 
Certificates of necessity, 115 
Clark, John M., 152 n. 

Clemens, Lt. Cdr. Chester H., 66 n. 
Coleman, Charles H., 26 n. 

Collusive arrangements, 35 
Company pricing, 188-201; back- 
ground, 188-194; conference report 
on, 276-277; evaluation of, 197-201; 
master pricing agreements, 201; pro- 
cedure, 1 94-1 97; recommendations, 

253-254 

Competitive bid system, advantages 
of, 29-30; conference report on, 
264-265; inadequacies of, 31-37; 
meaning of, 28-32; presuppositions 
of, 30-32; statutory authority for, 
27; statutory exceptions to, 28 
Comptroller General. See General 
Accounting Office 
Conference, report on, 259-278 
Connery, R. H., 58 n. 

Contract clearance, delegation to serv- 
ices, 53-54; NDAC, 49-50; Navy 
Department, 60-61; OPM, 51; in 
peacetime, 240-241; recommenda- 
i tions, 257-258; War Department, 
57-58; WPB, 53 

Contract Clearance Division, 60 
Contractual instruments, conference 
report on, 272-276; recommenda- 
tions for review of, 255; types of, 
121-148 

Coordinator for Defense Purchases, 
50-51 

Cost breakdown, use of, 160 
Cost-plus-fixed-fee (CPFF) contracts, 
86, 89, 95, 124-133, 159, 229; confer- 
ence report on, 275-276; subcon- 
tract prices, 77 

Cost-plus-percentage-of-cost (CPPC) 
contracts, 38, 87, 89, 124, 229 
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Council of National Defense, 48-49, 
168 

Crisis society, meaning of, 15 
Crowell, J. Franldin, 3811., 12411. 

DANN, ROBERT R., 173 n., 178 n. 
Davis, Chester C., 48 
Defense Plant Corporation (DPC), re- 
duction of risks, 117-118*, renegotia- 
tion, 172 

Developmental contracts, 31, 70, 128, 
131,227,249 

Division of Contract Distribution, es- 
tablishment of, 51-52 
Draper, CoL W, H., Jr., 62 n., 63 n. 

ECONOMIC MOBILIZATION, 
Canada, 24; Great Britain, 24; im- 
pact of, 17; importance of, i; Japan, 
24; purpose, 2; U. S., 24 
Economic stabilization, 11-13, 79-82; 
recommendation, 250-251. See also 
Office of Price Administration 
Educational Order Act of 1938, 28, 
85 n. 

Elliott, Harriet, 48 

Emergency plant facility contract, j 
116-117 ! 

Emergency Price Control Act of 1942, 
68-70; extension in 1944, 78. See also 
Office of Price Administration 
Emergency Purchases, 70 
Escalation clauses, material and labor 
costs, 1 35-137, 252 

Excess Profits Tax, Act of 1940, 169; 

effects on incentives, 184-185 
Executive Order 9001, negotiated con- 
tract, 52; advance and progress pay- 
ments, 118-119 

FACILITIES EXPANSION, acceler- 
ated amortization, 114-116; methods 
of financing, 1 13-120; public financ- 
ing, I I 6-1 18 
Ferrand, G. M., 173 n. 

First War Powers Act, advance and 
progress payments, 118-119; CPPC 
and CPFF contracts, 124; negotiated 
contracts, 52, 89; relief under, 96, 

i39n. 

Fisher, Allan G. B., 9 n. 

Fixed-price contracts, 95, 133-146; es- 
calation clauses, 1 35-1 37; incentive 


contract, 144-146; maximum price 
contract, 137-139; simple, 134; War 
Department price adjustment 
clauses, 1 39-144 
Folsom, Frank, 53, 55, 61 
Forrestal, James V., 54, 55 n., 670., 
68 n., 72 n., 74 n. 

Forrestal War Labor Board Clause, 
137 n. 

Freiberg, Albert M., 30 n., 32 n., 33 n. 
Friedrich, C. J., 30 n. 

Furlong, Admiral, 168 n. 

GALBRAITH, J. K., 73 n., 75 n., 76 n. 
General Accounting Office, 29; CPFF 
contract, 125-126 

General Maximum Price Regulation 
(GMPR), 69-71 
Ginsburg, David, ii4n. 

Goldsmith, R. W., 93, 940. 

Goubeau, Vincent deP., 96 n. 
Government-owned-contractor- 
operated (GOCO) plants, 129, 131 

HANSEN, HENRY E., report of 
conference, 259-278 
Hardy, Charles O., 38 n. 

Harris, Seymour E., 9 n., 98 n. 

Hart, Albert G., i6n. 

Henderson, Leon, 48, 66 n., 67, 68 n., 
72 n., 74 n. 

I Hensel, H. Struve, 40 n., 89 n., 124 n., 

1 164 n., x65 n., 171 n. 

Herring, Pendleton, 39 n., 44 n., 45 n., 
46 n. 

Hill, A. C. C, Jr., 50 n. 

Hillman, Sidney, 48, 52 n; 

House Naval Affairs Committee, 170- 

IDENTICAL BIDS, 35 
Incentive contract, 144-146 
Incentives to efficiency, conference 
report on, 271-278; in peacetime, 7- 
8; recommendations, 252-253, 255; 
use of price system, 246-248; in war- 
time, II. See also Incentive pricing 
Incentive pricing, company pricing 
program, 200; discretionary exemp- 
tion from renegotiation, 185-187; ef- 
fects of excess profits tax on, 184- 
185; effects of renegotiation, 181- 
185, 220; problems in future pricing. 



Index 

189-194; recommendations, 252-254; ! 
Revenue Act of 1943, Title VIII, 
193-194; use of price system, 246-248 
Industrial College of the Armed 
Forces, 161. See also Army Indus- 
trial College 

Industrial mobilization plans, 40-46 

JACK AND HEINTZ, Inc., 1 7 1 
James, G. F., 173 n. 

KATZ, W. G., 173 n. 

Kenney, W. John, 172 n., 174 n. 

Keynes, John Maynard, pn. 

Kinsella, T. J., 74 n., 79 n., 81 n., loi n. 
Knight, Frank H., 6 n. 

Knox, Frank, 78 n. 

Knudsen, William S., 48, 49, 51 n., 52 n. 
Kxess, A. J., 81 n. 

LASSWELL, HAROLD D., 2 n. 

Letter contract, 1 23-1 24 
Letter of intent, 1 23-1 24 
Lewis, Howard T., 8n. 

Lincoln, James F., 7 n. 

Linnenberg, Clem C., 27 n., 35 n. 

Llo}7d, Glen A., iizn., 152 n., 193 n. 
Logistics, functions, 2 
Lord Manufacturing Company, 105, 

108 

MacARTHUR, GENERAL, 41, 42, 

45, 65n. 

McClung, Richard G., 40 n., i64n., 

165 n. 

Mack, Clifton E., 27 n. 

MacKeachie, Douglas C., 53 
McKellar, Senator, 171, 172 
McReynolds, W. H., 490. 

Management engineers, recommenda- 
tions, 255; conference report on, 272 
Mandatory powers, action under Title 
VIII, 198-199; conference report on, 

262; use of, 102-108 
Mansfield, Harvey C., 29 n. 

Marbury, William, 1720., 1740. 

Maritime Commission, Procurement 
Policy Board, 55; renegotiation, 172 
Mason, E. S., 30 n. 

Maximum price contracts, 1 37-139 
Military pricing, company pricing 
program, 188-201; conference ix- 
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port on negotiated contracts, 265- 
266; contract price changes 1942- 
1945, 203-21 1 ; effectiveness of ar- 
rangements between OPA and serv- 
ices, 76-79; effects of renegotiation, 
181-185; importance of over-all vol- 
ume, 1 9 1- 1 92; price as an instrument 
of control, 92-97; price and wage 
stabilization programs, 76-79; recon- 
sideration of OPA’s relation to, 79- 
82. See also Price system, Pricing 
policies, Procurement, Renegotia- 
tion 

Military procurement, aircraft, 26; 
Armed Services Procurement Act, 
227-229; expenditures in U. S., 24; 
lessons of World War I, 38-39; 
naval vessels, 26; negotiation of 
prices in peacetime, 232-236; objec- 
tives of, 3-5, 245-246; peacetime ob- 
jectives of, 223-227; peacetime poli- 
cies of, 222-244; personnel in peace- 
time, 240; personnel training pro- 
gram, 1 51-152; selection of sources, 
229-239; timing of, 24-25 
Miller, J. P., 31 n., 222 n. 

Monteith, R. J., 27 n, 

Moore, Wilbert E., 7 n. 

Moreell, Rear Adm. B., 125 n., 13 1 n. 


NATHAN, R. R., 93» 94 

National Defense Advisory Commis- 
sion (NDAC), 48-51, 92; contract 
forms, 122; financing facilities ex- 
pansion, 113-116; negotiated con- 
tract, 87-88; purchasing personnel, 
149; risks, II an. 

Navy, procurement responsibility, 58- 
60 

Negotiated contracts, 84-92; Armed 
Services Procurement Act, 227-229; 
conference report on, 264-265; con- 
trolling use of, 240-243; First War 
Powers Act, 52; prices in peacetime, 
232-236; recommendations, 248- 
249; selection of sources, 229-239; 
types of, 121-148. See also Negotia- 
tion 

Negotiation, prerequisites for success, 
149; problems of, 149-161; purchas- 
ing personnel, 240. See also Negoti- 
.. ated contracts 
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Nelson, Donald, 49 n., 50, 51, 54, 55, 
61, 66 11., 83, 88, 90, 149 

Nye Committee, 40, 43-45 

OAKES, EUGENE E.,, 60 n. 

O’Brian, J. L., 50 n. 

OfSce of Price Administration 
(OP A), 9, 65-82; conference report 
on military prices, 263-264; effec- 
tiveness of pricing arrangements 
with services, 76-79; pricing stand- 
ards, 98-102; Procedural Regulation 
No. 6, 70-71, 76, 78-79, 100; Pro- 
curement Policy Board, 55; recom- 
mendations on military prices, 251; 
relation to military procurement, 
65-82; Supplementary Regulation 
No. 4, 69-70. See also Emergency 
Price Control Act 

Office of Procurement and Material 
(OP&M), 59-61 

Office of Production Management 
( 0 PM), 51-52 

Osborn, R. C., 173 n. 

PARKIN, N. C, 17211., 216 n. 

Patent clauses, 147-148 

Patterson, Robert P., 54, 66 n., 67 n., 
68 n,, 72 n., 74 n., ii4n., 1290., 171 n. 

Personnel, purchasing, 149-152, 240; 
recommendations, 258 

Pigou, Arthur C., 6 n., 9 n. 

Powell, Robert J. H., 173 n., 216 n. 

Powers, Maj. Gen. E. M., 31 n. 
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222, 223, 224 

Price adjustment clauses, War Depart- 
ment, I 39-1 44 

Price and cost analysis, 152-158; in 
peacetime, 233-234; recommenda- 
tions, 254-255; sources of data, 159- 
160 

Price leadership, 35 

Price system, allocation of resources, 
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262; in crisis society, 15-16; incen- 
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tween OPA and services, 66-75; 
delegation to services, 68-75; Price 
Administrator’s authority, 65-68; 
recommendations, 251 
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Priorities, conference report on, 261- 
262 
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tion between services, 62-64; con- 
trol of requirements, 48-56; coordi- 
nation between War and Navy De- 
partments, 61-63; decentralization 
of, 62; discussion between the wars, 
39-40; foreign, 13-14; level of profits 
in World War II, 162-187; organiza- 
tion of services in World War II, 
56-64; planning before World War 
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RECOMMENDATIONS, 245-258^ 
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report on, 274-275 
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172-173; Act of 1948, 236; amend- 
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tionary exemptions from, 185-187; 
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ated amortization provisions of, 
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mandatory powers, 1 03-105 
Service contracts, 13 1 
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Simons, Henry C., 6 n. 

Sitterson, J. Carlyle, 26 n. 
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Sonnett, John F., 173 n., 178 n. 
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Split Award Act, 85-86 
Stettmius, Edward R., Jr., 48 
Strauss, Capt. L. L., 62 n., 63 n. 
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report on, 266, 268-269; rebate ar- 
rangement, 196-197; recommenda- 
tions, 255 
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CPFF contract, 125 
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Working capital, financing ot, iiS- 
120 

YOSHPE, HARRY B., 78n., 99n., 

ii6n. 




